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A. 

Q. 

4. 

ARIZONA WATER COMPANY 

Direct Testimony of 

William M. Garfield 

Introduction and Qualifications 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is William M. Garfield. I am employed by Arizona Water Company (the 

“Company”) as President. 

PLEASE DESCRIBE YOUR WORK EXPERIENCE, EDUCATIONAL 

BACKGROUND AND PROFESSIONAL AFFILIATIONS. 

Since my initial employment with the Company in February 1984, I have held the 

positions of Engineer, Senior Engineer, Operations Manager, Vice President of 

Operations, and currently hold the position of President, which I have held since 

July 18, 2003. 

I completed my undergraduate work at Southern Illinois University at 

Carbondale and received a Bachelor of Science degree with honors in Thermal 

and Environmental Engineering. I have taken post-graduate course work at 

Arizona State University in Civil Engineering, including coursework in hydrology, 

water and wastewater treatment and statistics. I am a member of Tau Beta Pi, a 

national honorary engineering society. 

I am a member of the American Water Works Association, the Arizona 

Water and Pollution Control Association and serve on the American Water Works 

Association’s Water Meter Standards Committee. I have been active in numerous 

water industry stakeholder groups with the Arizona Department of Environmental 
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Quality (“ADEQ”), the Arizona Department of Water Resources (“ADWR) and the 

Central Arizona Groundwater Replenishment District (“CAGRD”). I serve on the 

Company’s Board of Directors, the Board of Directors of the Water Infrastructure 

Finance Authority of Arizona (“WIFA), and the Board of Directors of the Water 

Utilities Association of Arizona (“WUAA”) as well as serving as WUAA’s Vice 

President. I also serve as Chairman of the Water Management Subcommittee of 

the Pinal Active Management Area (“Pinal AMA) Groundwater User Advisory 

Council (“GUAC”). 

Purpose and Extent Of Testimony 

WHAT IS THE PURPOSE AND EXTENT OF YOUR TESTIMONY? 

The purpose of my testimony is to (1) explain the Company’s rationale for its 

application for rate adjustments; (2) discuss the Company’s planned use of Central 

Arizona Project (“CAP”) water; (3) describe the Company’s pending arsenic 

treatment program; and (4) identify significant business risks facing the Company 

in Arizona. 

Summary of Company’s Rate Case 

WHAT IS THE BASIS FOR THIS RATE APPLICATION? 

The Company has made significant investment in plant additions for its Western 

Group water systems since its last general rate application, which was based on a 

1990 test year. Since 1990 there has been a net increase in gross utility plant of 

more than $35 million in the Company’s Western Group. In addition, the 

Company’s operating and maintenance expenses have increased during this time. 

Because of these two factors, the current revenues produced by the Western 

Group water systems are insufficient to cover the Company’s expenses and 

\RATECASEU004\TESTIMONnGARFIELD\FI“L~OSOl OQRJKDOC 3 
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A. 

provide a reasonable return on the Company’s rate base. In order to allow the 

Company to earn a rate of return of 10.5%, the Company is requesting a revenue 

increase of 25.3% in this case. By comparison, inflation has increased more than 

38% during this same time period. 

The Company’s Plans To Use CAP Water 

WOULD YOU IDENTIFY WHICH WESTERN GROUP WATER SYSTEMS HAVE 

SUBCONTRACTS FOR CAP WATER AND IN WHAT QUANTITIES? 

Yes. The Company holds CAP subcontracts with the Central Arizona Water 

Conservation District for allocations of CAP water for White Tank, 968 acre feet 

per year; Coolidge, 2,000 acre feet per year; and Casa Grande, 8,884 acre feet 

per year. 

WHAT ARE THE CURRENT USES OF CAP WATER IN THESE THREE 

SYSTEMS? 

Currently, the Company delivers approximately 2,600 acre feet per year of 

untreated CAP water to customers in the Company’s Casa Grande water system. 

In order for the Company to treat CAP water in these three water systems, it has 

begun engineering plans to treat CAP water for potable purposes in all three 

systems. For the White Tank system the Company is currently working with 

Arizona-American Water Company to finalize an agreement to provide for 

construction of a water treatment plant to treat the Company’s White Tank CAP 

allocation. 

The Company expects to use the full White Tank CAP allocation (968 acre 

feet per year) by 2015, and its full Casa Grande (8,884 acre feet per year) and 

Coolidge (2,000 acre feet per year) allocations by 2020. 

:ARATECASN004\TESTIMOtWGARFlELO\F(NAL~O~OlO4~RJK.DOC 4 
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A. 

WHAT IS THE LONG RANGE OUTLOOK FOR USE OF GROUNDWATER TO 

MEET THE COMPANY’S WATER NEEDS AND DOES IT AFFECT THE 

COMPANY’S PLANS TO USE CAP WATER? 

In my role as Chairman of the Water Management Subcommittee of the Pinal AMA 

GUAC, I am personally familiar with its goals and efforts. For the past four years, 

ADWR has been working with interested parties and the Pinal AMA GUAC Water 

Management Subcommittee to address future water needs of the Pinal AMA. 

ADWR proposed reducing the allowable groundwater for new subdivisions in an 

effort to shift water providers away from groundwater supplies to renewable 

supplies, such as CAP water, The goal is to provide a sustainable water supply as 

areas in Pinal County urbanize, Le., shift from agricultural water use to municipal 

and industrial water uses. ADWR and the Pinal AMA GUAC Subcommittee are 

determining the amount of the reduction in allowable groundwater that will be 

required, resulting in an increased need for CAP water and other renewable 

supplies. 

Growth in the Pinal AMA over the past decade has been significant and 

ADWR projects even more growth over the next twenty years. One effect of this 

growth is an increased need for CAP water and other renewable supplies, 

requiring the Company to plan for increased use of CAP water to meet customers’ 

potable needs. There is no question in my mind that the Company’s Western 

Group CAP allocations will be fully utilized by 2020, which is in conformance with 

the ACC Staff’s Proposed Policy for Central Arizona Project Cost Recovery. 

In addition to these factors, the Company has received and is currently 

reviewing development plans for over 25,000 housing units in areas to be served 

I \RATECASEUOM\TESTIMONY\DARFIELD\FlNAl.-OOO~ O4-RJK DOC 5 
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by the Company’s Casa Grande and Coolidge water systems. These added 

dwelling units will require water supplies in addition to currently developed 

groundwater supplies. Treated CAP water is likely to provide the most reliable and 

cost effective water supply to develop. 

Description Of Arsenic Treatment Program To Comply With The New Arsenic 

Maximum Contaminant Level 

WHAT OTHER REGULATORY CHANGES DOES THE COMPANY FACE IN 

THE NEAR FUTURE? 

At this time, the primary risk that the Company faces from changing regulations is 

the EPAs adoption of a far more stringent arsenic maximum contaminant level 

(“MCL”) which is being reduced from 50 parts per billion (“PPB”) to 10 PPB. This 

change will have a significant impact on the Company. All of the Company’s water 

systems are served primarily by groundwater. Groundwater in many portions of 

the southwestern region of the United States and, more importantly, in many 

locations in Arizona, is naturally high in arsenic. The Western Group systems are 

served entirely by groundwater, except for Casa Grande, which provides non- 

potable service with CAP Water. 

HOW WILL THE COMPANY COMPLY WITH THE NEW ARSENIC MCL? 

The Company is designing and will construct and operate arsenic removal water 

treatment plants with a combined company-wide treatment capacity of over 60 

million gallons per day (“MGD”). In the Western Group, arsenic treatment plant 

capacity may exceed 20 MGD. All arsenic treatment plants must be in operation 

prior to January 23, 2006, to comply with the new arsenic MCL. 

The two most likely treatment methods for arsenic removal in the Western 

Group systems include: 1) coagulation/filtration, a high flow rate filtration system 

I:\RAlECASNOO4\TESTlMO~GARFIELD\F1NAL~O9OlO4~RJK.OOC 6 
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using coagulants such as ferric chloride to remove arsenic; and 2) adsorption, 

where untreated water, which may need to be chemically pre-treated, is passed 

through a filter media that causes the arsenic to bind with or be adsorbed to the 

filter media. This second form of treatment may also require the addition of 

different chemicals to minimize corrosivity. Ion-exchange treatment will be used in 

the Company’s Northern Group water systems, However, its use in the Western 

Group may not be economically feasible due to inherent differences in water 

quality. 

Both treatment methods require the removed arsenic to be disposed of in a 

manner that complies with applicable EPA and ADEQ requirements. 

HAS THE COMPANY DETERMINED THE FINANCIAL IMPACT OF THE 

REDUCTION IN THE MCL FOR ARSENIC? 

Yes. In a study prepared for a report to the EPA in September 2000, the 

Company estimated a capital cost of $13.6 million would be required to comply 

with the new arsenic MCL for the Western Group water systems. Company-wide, 

the capital cost to comply with the new arsenic MCL of 10 PPB is estimated at $30 

million. The Company has budgeted $10 million dollars each year for 2003 and 

2004 and plans to invest an additional $10 million dollars in 2005 to complete the 

necessary arsenic treatment plants. 

In addition, compliance with the more stringent requirements for removing 

and disposing of arsenic will result in substantial increases in ongoing operation 

and maintenance expenses. The Company estimates that operation and 

maintenance expenses relating to water treatment facilities to remove arsenic will 
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exceed $6.3 million annually for the total Company and $2.1 million annually for 

the Western Group. 

Michael J. Whitehead, the Company's Vice President of Engineering, will 

provide more detailed capital cost information and a schedule of treatment plant 

construction in his direct testimony. Likewise, Ralph J. Kennedy, the Company's 

Vice President and Treasurer, will provide information concerning the revenue 

requirements arising from new treatment plant additions to comply with the new 

arsenic MCL and also the methods of recovering the costs of the required 

treatment in his direct testimony. 

HOW WILL WATER TREATMENT TO REMOVE ARSENIC IMPACT RATES 

FOR AN AVERAGE RESIDENTIAL CUSTOMER? 

In a September 6, 2000 letter to the EPA, the Company estimated that in water 

systems in the Western Group where one or more sources of supply exceed the 

EPA's arsenic MCL of 10 PPB, rates would have to increase by an average of 

40% for an average residential customer to cover the cost of constructing and 

operating treatment facilities to comply with the new MCL. 

WHEN WILL THE COMPANY BE REQUIRED TO COMPLY WITH THE EPA'S 

NEW ARSENIC MCL? 

All community water systems and non-transient non-community water systems, 

including the Company's water systems, must comply with the new arsenic MCL 

by January 23, 2006. To meet this deadline for the Western Group water systems, 

the Company must begin constructing treatment facilities no later than year-end 

2004 in order to complete the construction of the treatment facilities before the 
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deadline. Mr. Whitehead will address the construction schedule in more detail in 

his direct testimony. 

HOW ELSE WILL THE NEW ARSENIC MCL IMPACT THE COMPANY'S 

WATER SYSTEM OPERATIONS? 

The major impacts will include increased water treatment operator (employee) 

training, additional qualified and state-certified employees required to operate and 

maintain treatment facilities, increased water quality testing, possible reductions in 

the availability of water supplies due to quality limitations, and limitations on 

treatment and/or blending, among other factors. The number of additional 

employees that will be needed will depend on the complexity and operational 

requirements of each treatment facility. However, I estimate that a minimum of 

eight additional employees will be needed to operate and maintain water treatment 

facilities to remove arsenic for the total Company, including three additional 

employees for the Western Group. These impacts are not included in the 

Company's operating costs in this application. 

Significant Business Risks Faced Bv The Company 

DOES THE COMPANY FACE GREATER BUSINESS RISKS THAN WATER 

UTILITIES IN ARIZONA WHICH SERVE A SINGLE LARGE WATER SYSTEM? 

Yes. Small water systems are exposed to much greater operational risks than 

large systems. Indeed, the Company, despite serving nearly 72,000 customers 

throughout Arizona, operates 22 separate water systems that have an average 

size of less than 3300 customers. Further, putting aside the two largest water 

systems, Apache Junction and Casa Grande, the Company's average water 

system size is less than 1900 customers. 
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WOULD YOU PLEASE ELABORATE ON WHY THE COMPANY FACES 

GREATER BUSINESS RISK BY OPERATING A NUMBER OF SMALL 

SYSTEMS? 

Yes. For example, a small system with two wells, such as the Company's 

Stanfield system, has a greater risk of water system outages when a well goes 

down due to well or pump failure than a single, large system with twenty wells. 

The loss of a well in the small system represents a loss of 50% of supply, as 

compared to a loss of 5% of supply for the single, larger system. Obviously, a 

water system is able to more readily cope with a 5% loss of supply than a 50% 

loss of supply. As a consequence, the Company must make added investment 

and/or incur much greater operating expenses in smaller systems due to these 

types of factors that are not present or are less significant in larger systems. 

As I explained above, the Company serves more than 72,000 customers 

throughout Arizona, but its water systems are generally small and geographically 

isolated. The result is the Company cannot achieve the operational economies of 

scale that a single, large water system of 72,000 customers would otherwise 

realize. Again, by way of example, small systems tend to have personnel that are 

multi-disciplined and able to perform a number of different tasks. Large systems 

tend to have personnel that are more specialized. The result is that large systems 

have personnel that focus on a small range of tasks and tend to be more efficient 

at such tasks. In contrast, small systems have personnel that must be able to 

complete a wide range of tasks, for example, operating wells, chlorination and 

treatment equipment, install water services and meters, repair leaks, read meters, 

collect water samples, turn services on and off, among many other tasks. While 
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resulting in multi-disciplined employees that can perform many different tasks (a 

clear benefit to smaller water systems with limited staffing) they generally cannot 

operate as efficiently at any one task, as employees of a larger system could since 

they perform the same or a similar task over and over. 

WHAT EFFECT DOES THE TIME LAG ASSOCIATED WITH RATE 

PROCEEDINGS IN ARIZONA HAVE ON THE BUSINESS RISKS THE 

COMPANY FACES? 

The time lag associated with preparing and presenting a rate application, some 19 

months in our last case, compounds the impact of the risks we face. Increases in 

revenues, even if approved in a timely manner, are based on investments and 

expenses from a recorded test year at least two years earlier. This undermines 

the Company’s opportunity to earn the authorized rate of return from the minute a 

rate decision is issued. 

HOW DOES REGULATION IN ARIZONA COMPARE WITH REGULATION IN 

OTHER JURISDICTIONS? 

The California Public Utilities Commission (“CPUC”), for example, takes about the 

same time to process rate applications. But, the CPUC allows prospective or 

forward looking (instead of recorded) test years, and provides, for example, for 

purchased power and water expense balancing accounts, adjuster mechanisms 

for added plant to treat water, and, for the smaller companies, annual CPI 

adjusters. This forward looking, proactive regulation allows water utilities to have 

an opportunity to earn their authorized rate of return without expensive, time 

consuming rate cases, as is the case in Arizona. These measures also help to 

lessen the potential effect of rate shock, which results when a utility like the 
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Company must present a full scale general rate case because of increased 

revenue requirements since the last recorded test year. 

At the same time, these examples of simple, proactive approaches to utility 

rate adjustments lessen the risks that water utilities must face. This proactive 

approach does not currently exist in Arizona, and as a result, Arizona utilities face 

greater risk of not recovering all of the costs of providing water service when 

compared with water utilities in California and other states. This risk should be 

compensated by higher rates of return for Arizona utilities, but it hasn’t, thereby 

increasing the risk even more. 

DO YOU HAVE CONCERNS ABOUT RATES OF RETURN AUTHORIZED BY 

THE ARIZONA CORPORATION COMMISSION IN RECENT RATE CASES? 

Yes. On December 28, 2001 the Arizona Corporation Commission 

(“Commission”) authorized a return on equity of 10.25% in the Company’s last 

Northern Group rate case and on March 19, 2004 a return of 9.2% in the 

Company’s recent Eastern Group rate case. These authorized returns are much 

lower than historic rates of return authorized by the Commission and are below the 

rates of return a typical investor would expect to earn on investments with risks 

similar to the risks the Company faces. 

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS MATTER? 

Yes. 

576887.1 
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A. 

Q. 

4. 

GI. 
.. 

A. 

1. 
I. 

ARIZONA WATER COMPANY 

Rebuttal Testimony of 

William M. Garfield 

INTRODUCTION AND PURPOSE OF TESTIMONY 

WHAT ARE YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is William M. Garfield. I am employed by Arizona Water Company (the 

“Company”) as President. 

ARE YOU THE SAME WILLIAM M. GARFIELD THAT PREVIOUSLY 

PROVIDED DIRECT TESTIMONY IN THIS MATTER? 

Yes. 

HAVE YOU REVIEWED THE DIRECT TESTIMONY FILED BY THE OTHER 

PARTIES TO THIS PROCEEDING? 

Yes, I have generally reviewed the testimony of each of the witnesses of the 

Commission’s (“Commission’,) Utilities Division Staff (“Staff”), the Residential 

Utility Consumer Office (IIRUCO”), and the City of Casa Grande (the @City”) and 

specifically analyzed and reviewed testimony concerning our request to recover 

Central Arizona Project (“CAP”) costs, our request to recover the costs of certain 

legal actions taken by the Company against the City, and arsenic treatment. 

WHAT IS THE PURPOSE AND EXTENT OF YOUR TESTIMONY? 

The purpose of my rebuttal testimony is to (1) provide the basis for the 

Company’s request to recover the costs it has incurred to maintain and use its 

CAP water allocations, (2) describe the Company’s business needs and the 

benefits ratepayers received from the Company’s legal actions concerning its 

Casa Grande water system, which support recovery of the legal expenses 

incurred in those proceedings, and (3) show that the direct use of CAP water for 

potable purposes cannot offset the need for arsenic treatment, 
n 
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COST RECOVERY FOR CAP WATER 

A. Overview of the Issue. 

PLEASE SUMMARIZE THE POSITIONS OF STAFF AND RUCO REGARDING 

THE COMPANY’S REQUEST TO RECOVER COSTS RELATING TO ITS CAP 

SUBCONTRACTS. 

The Staff accounting witness, Mr. Ludders, made the following recommendations 

with respect to the Company’s CAP subcontracts for the Casa Grande, White 

Tank and Coolidge systems: 

Disallow recovery on a going-forward basis annual expenses associated with 

purchasing CAP water. 

Disallow inclusion of any deferred CAP charges in rate base or amortization 

of those charges over a IO-year period, as proposed in the Company’s 

original application. 

Require the Company to file a detailed plan explaining how it will actually use 

its CAP water by December 31, 2006. This plan must demonstrate that by 

December 31, 2010, the Company will be using a significant portion of its 

CAP allocation to serve customers in each system. 

If the water use plan fails to satisfy Staff, Mr. Ludders recommends that the 

Company not be allowed to recover any of its deferred CAP charges and that 

no further deferrals of future charges would be allowed. 

Direct Testimony of Ronald E. Ludders (“Ludders Dt.”) at 10 and 12-14. 

RUCO’s position is somewhat different. RUCO recommended that the 

Commission deny the recovery of deferred CAP charges incurred by the 

Company for its Casa Grande, Coolidge and White Tank systems. RUCO’s 



1 ‘Aness, Mr. Rigsby, c tends that the CAP allocations are not “used and useful” 

and that the level of amortized deferred CAP charges will place an undue 

hardship on customers. RUCO does not address recovery of those costs in a 

future rate case. Direct Testimony of William A. Rigsby (“Rigsby Dt.”) at 16-21. 

Both Mr. Ludders and Mr. Rigsby argue, in summary, that the Company 

is not using its CAP allocation, apparently ignoring the fact that during the Test 

Year, the Company purchased nearly 2,300 acre-feet of its CAP water which the 

Company delivered to commercial and industrial customers in Casa Grande. 

Both Mr. Ludders and Mr. Rigsby argue by their reference to potable use of CAP 

water that the service of CAP water to customers for non-potable uses (e.g., turf 

irrigation) does not constitute a legitimate use of CAP water, suggesting that they 

believe that these types of non-potable users should be provided either 

groundwater or treated CAP water. See Ludders Df. at 12; Rigsby Df. at 20. 

That recommendation is contrary to Arizona water policy, which encourages the 

substitution of renewable water sources (like CAP water) for groundwater, and 

makes little sense given the cost associated with designing, constructing and 

operating treatment facilities when untreated CAP water can be purchased and 

delivered to customers for non-potable purposes, as the Company does in Casa 

Grande. 

ARE THE RECOMMENDATIONS OF MR. LUDDERS AND MR. RIGSBY 

CONSISTENT WITH CURRENT CAP COST RECOVERY POLICY? 

No. The policy governing the recovery of costs relating to CAP water was 

authorized by the Commission in Decision No. 62993 (Nov. 3, 2000) (copy 

attached as Exhibit WMG-RI). In that decision, the Commission approved 

Staffs recommendations which grew out of a comprehensive report developed 

by the Commission Water Task Force. More importantly, however, the 

Commission approved Staffs recommendation to allow CAP water cost recovery 

before CAP water is used. The Water Task Force Report was docketed on 

4 
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January 5, 2000, and distributed to all water utilities regulated by the 

Commission. In Decision No. 62993, the Commission also approved Staff’s 

recommendation that it be directed to develop a detailed policy on CAP cos1 

recovery by June 30, 2001. Decision No. 62993 at 17 29-31 (pages 9-10) and 

ordering paragraphs (page 12)’ Following the issuance of Decision No. 62993, 

Staff prepared a June 29, 2001 memorandum to the Commissioners 

implementing its decision, including “Attachment D” to that memorandum which 

contains the policy governing the recovery of CAP costs, which is attached as 

Exhibit WMG-R2 (the “CAP Cost Recovery Policy”). The CAP Cost Recovery 

Policy is currently posted on the Commission’s website, along with the Water 

Task Force Report and Decision No. 62993. The recommendations of Mr. 

Ludders and Mr. Rigsby conflict with the CAP Cost Recovery Policy. 

B. Backnround on the CAP. 

WOULD YOU PROVIDE SOME HISTORICAL BACKGROUND ON THE CAP IN 

ORDER TO PUT THIS ISSUE INTO PERSPECTIVE? 

Certainly. We need to go back to 1980, which was the year the Legislature 

enacted the Groundwater Management Act, which is currently codified at A.R.S. 

5s 401 through 45-704 (the “Groundwater Code”). The Groundwater Code 

established a comprehensive program for the management and regulation of the 

withdrawal, transportation and use of groundwater. The Legislature declared that 

the dependence of the people of Arizona on groundwater for their water supply 

“is threatening to destroy the economy of certain areas of this State and is 

threatening to do substantial injury to the general economy and welfare of the 

State and its citizens.” A.R.S. 5 45-401(A). This legislation also established the 

Arizona Department of Water Resources (“ADWR“), which is the agency 

t should be noted that in Decision No. 62993, the Commission adopted Staffs recommendation that it 
omulgate other policies that are relevant to this rate proceeding, including policies affirming support for 
itomatic adjustment mechanisms. These issues are addressed by other Company witnesses. 
IATECASEUOM-WESTERN GROUPWBUrrAL T E S T I M O N M o A W l E ~ E B U r r ~ ~ G - f l ~ - ~ l ~ . ~ C  5 
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responsible for administering the Groundwater Code, and which established the 

allocations of CAP water to various municipal and private water companies in 

central and southern Arizona. 

Several years later, beginning in 1984, the United States Department of 

the Interior, together with the Central Arizona Water Conservation District 

(“CAWCD”), began offering municipal and private water companies the 

opportunity to enter into subcontracts for the delivery of water imported from the 

Colorado River by means of the CAP, based on their particular CAP water 

allocations. The Company has entered into four CAP subcontracts for municipal 

and industrial (“M8J’) water deliveries, including the three subcontracts at issue 

in this case for the Casa Grande, Coolidge and White Tank systems. These 

contracts provide for the delivery of 8,884 acre-feet of water annually to the Casa 

Grande system; 2,000 acre-feet of water annually to the Coolidge system, and 

968 acre-feet of water annually to the White Tank system. 

WHAT PAYMENTS ARE REQUIRED UNDER A CAP SUBCONTRACT? 

Under the subcontracts, the Company is required to make two different types of 

payments for water delivery services. First, the Company is required to pay in 

equal semi-annual installments a CAP M&l capital charge. The amount of this 

Q. 

A. 

charge is based on each system’s total allotment multiplied by an amount per 

acre-foot established by CAWCD. It should be noted that the CAP M&l capital 

charges have steadily increased over time. In all of these subcontracts, the CAP 

M&l capital charge for 1995 was to be $8.00 per acre-foot, and was projected to 

gradually increase until this charge reached $40.00 in calendar year 2024. 

Unfortunately, the cost to construct the CAP water system turned out to be 

substantially greater than anticipated. 

The second type of payment that must be made under the subcontracts 

is based on annual CAP operation, maintenance and replacement (“OM&R) 

expenses. The annual OM&R payment must be made in equal monthly 

6 U WATECASE\MM-WESTERN GROUPWEBlIlTAL T E s T t M O ~ A W l E L o w E S U ~ A L ~ ~ G ~ F l ~ ~ ~ l Z ~  Doc 
RWG JC I W M Y1M5 II 
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installments, based on the estimated expenses for the upcoming year (with 

possible adjustments based on actual expenses). This payment per acre-foot of 

water is estimated by CAWCD each year, and the estimate for the calendar year 

in which the payment is due is furnished to the subcontractor by June 1 of the 

previous calendar year. 

It should be emphasized that the CAP M&l capital charge must be paid 

by the Company regardless of whether it actually takes delivery of any CAP 

water. The reason is that this payment is used to repay the United States for the 

cost of constructing the CAP. If a subcontractor like the Company fails to make 

these payments, it will be in breach of its subcontract. In contrast, the OM&R 

payment is based on actual water deliveries, and does not have to be paid until 

water de liveries occur. 

HOW IMPORTANT IS CAP WATER TO MANAGING AND CONSERVING THE 

COMPANY’S RESOURCES? 

CAP water is very important to the Company. Approximately I .7 million acre-feet 

of Colorado River water are imported to central and southern Arizona each year 

by means of the CAP. That water is used to augment local water supplies, and 

in many cases is used in lieu of pumping groundwater. CAP water is critical to 

ensuring reliable water supplies and maintaining economic growth. 

As I have explained, the Groundwater Code imposes restrictions on the 

withdrawal, transportation and use of groundwater, particularly in areas 

designated as “Active Management Areas” or “AMAs.” The Company’s Casa 

Grande, Coolidge and White Tank systems are located in AMAs, and customers 

and developers are subject to a variety of water conservation requirements and 

restrictions on the subdivision and development of land. Arizona water policy 

encourages the substitution of alternative, renewable sources of supply, including 

CAP water. Consequently, by making the annual CAP M&l capital payments and 

thereby retaining the right to use CAP water, the Company has acted consistent 
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Q. 

4. 

with Arizona water policy in addition to ensuring the availability of water for its 

customers on a long-term basis. 

Unfortunately, as I have explained, the cost of transporting and delivering 

CAP water is greater than state and federal agencies initially forecasted, and 

many small municipal providers lack the customer base and financial resources 

to effectively utilize CAP water without substantial rate increases. CAP water is 

surface water, and in addition to the actual purchase price, the water must be 

treated in compliance with EPA and ADEQ surface water treatment rules before 

it can be provided for potable uses. This adds capital costs to design and 

construct surface water treatment facilities and expenses to operate and maintain 

the treatment facilities following their construction. We have attempted to phase 

in the use of CAP water on a gradual basis for this reason, while continuing to 

pay the annual CAP M&l capital charges to fulfill the Company’s obligations 

under the CAP subcontract. 

C. The CAP Cost Recoverv Policv. 

MR. GARFIELD, YOU MENTIONED THE WATER TASK FORCE AND 

RESULTING POLICY CONCERNING COST RECOVERY FOR CAP WATER. 

WOULD YOU PROVIDE ADDITIONAL DETAIL REGARDING THE WATER 

TASK FORCE AND THE CURRENT POLICY? 

Yes. The Commission’s Water Task Force was established by Commission vote 

on April 24, 1998, and began meeting later that year. The Water Task Force’s 

members consisted of representatives of various affected entities, including Staff, 

RUCO, water company representatives, and representatives from other state 

agencies, such as ADWR, the Arizona Department of Environmental Quality, and 

CAWCD. Mr. Kennedy and I participated in the Water Task Force as the 

representatives of the Company. 
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The Water Task Force members recognized that, as a matter of public 

policy, water utilities need to retain their CAP subcontracts and plan for the future 

use of CAP water. The Water Task Force also recognized that the traditional 

“used and useful” standard was not appropriate for CAP water, given the long- 

term planning requirements for using CAP water and the difficulty of applying the 

“used and useful” test for supplies meant to provide long-term solutions to water 

supply needs. 

To address this issue, the Water Task Force and Staff helped to develop 

a policy that would allow water utilities to retain and fulfill their CAP subcontracts 

and phase in the use of CAP water over a number of years. The Water Task 

Force recognized that application of “used and useful” standard to CAP 

subcontractors would force many water utilities, particularly those with a small 

number of customers, to surrender their subcontracts and give up their ability to 

use CAP water in the future. The Water Task Force report in turn led to Staffs 

recommendation to the Commission, the Commission’s issuance of Decision No. 

62993, and, ultimately, the CAP Cost Recovery Policy posted on the 

Commission’s website, attached as part of Exhibit WMG-R2. 

DOES THE CAP COST RECOVERY POLICY REQUIRE THE USE OF CAP 

WATER BEFORE COSTS CAN BE RECOVERED? 

No. The use of CAP water is not required prior to recovering CAP costs. Under 

the policy, the utility is required to be using CAP water in order to obtain a return 

on deferred CAP M&l capital charge payments. The CAP Cost Recovery Policy 

provides four criteria that a water utility must meet prior to seeking cost recovery 

of CAP M&l capital charges: 

1. The CAP allocation is needed to properly serve its customers; 

2. Such need would occur by the year 2025; 

3. Use of a reasonable amount of its allocation must occur by 2025; and 

4. All of the allocation must be used by 2034. 
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L. 

WHAT ELSE IS REQUIRED UNDER THE CAP COST RECOVERY POLICY? 

The CAP Cost Recovery Policy requires a water utility to submit a detailed 

engineering plan on the proposed use of CAP water within 5 years after the 

Commission has approved recovery of CAP water costs. 

HAS THE COMPANY OBTAINED APPROVAL OF RECOVERY OF CAP 

COSTS? 

In the 1992 rate case decision, the Commission allowed the Company to defer 

recovery of CAP costs. In the Eastern Group rate case, the Commission 

authorized the Company to recover CAP costs relating to its Apache Junction 

system, which has a CAP allocation and subcontract. The Commission has not 

addressed the recovery of CAP costs relating to the Western Group systems with 

CAP subcontracts since the CAP Cost Recovery Policy was issued. We are 

requesting the recovery of CAP costs in this case. If recovery of CAP costs is 

approved later this year, it would trigger the requirement to prepare and submit a 

detailed engineering plan by 2010 detailing how CAP water will be used. 

DOES THE CAP COST RECOVERY POLICY PROVIDE FOR DIFFERENT 

TYPES OF COST RECOVERY, DEPENDING ON WHETHER CAP IS BEING 

USED? 

Yes. As I stated, the Staff policy allows cost recovery regardless of whether CAP 

water is currently used. However, the method of cost recovery varies, depending 

on the amount of CAP water being used when cost recovery is sought. Ms. 

Hubbard addresses this issue in more detail in her testimony. 

GIVEN THE CAP COST RECOVERY POLICY, ARE YOU SURPRISED BY THE 

POSITIONS TAKEN BY MR. LUDDERS AND MR. RIGSBY? 

Yes. I am especially surprised that Mr. Ludders, Staffs Rate Analyst, apparently, 

disagrees with the CAP Cost Recovery Policy, which, as discussed, was 

developed by Staff in response to the Commission’s direction in Decision No. 

62993. 
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DOES MR. LUDDERS EXPLAIN WHY HE DISAGREES WITH THE CAP COS7 

RECOVERY POLICY? 

No. In his testimony he refers to a Commission decision issued in the early 

199Os, but does not specify the decision number. See Ludders Dt. At 73. He 

has ignored the CAP Cost Recovery Policy, which is available on the 

Commission’s website today. It is also troubling that Staff engineers remained 

silent on this issue. It is even more troubling that the Staff employees most 

knowledgeable about the benefits and need for CAP water would defer 

consideration of water planning issues to a witness who is unfamiliar with 

Arizona water policies, the CAP Cost Recovery Policy, and the long-term water 

supply needs of growing communities. 

D. The Company’s Current and Planned Use of CAP Water. 

DOES THE COMPANY NEED CAP WATER TO PROVIDE A LONG-TERM 

SOURCE OF SUPPLY FOR THE COMPANY’S CASA GRANDE, COOLIDGE 

AND WHITE TANK WATER SYSTEMS? 

Yes. No party to this proceeding has provided any evidence that the Company’s 

CAP water is not needed in Casa Grande, Coolidge or White Tank, The 

Company’s Casa Grande, Coolidge and White Tank water systems are 

experiencing significant growth. Pinal County has estimated that the population 

of Pinal County will more than triple from 250,000 to 1.2 million by 2020. Casa 

Grande and Coolidge account for a significant portion of this projected 

population growth. Current water demand within these two systems alone 

exceeds 13,000 acre-feet per year. At the current rate of growth, an additional 

1,000 acre-feet of water supplies per year will be needed. Even when fully 

utilized, the Company’s combined CAP allocations for Casa Grande and 

Coolidge, 10,884 acre-feet, will only offset part of the growing demand for water. 

Likewise, the Company’s White Tank system is growing at a rate of 
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approximately 150 customers per year, representing an increase of 

approximately 100 acre-feet of water demand per year. The Company’s White 

Tank CAP allocation, 968 acre-feet, will only offset part of the growing demand 

for water in the White Tank system. 

SHOULD THERE BE A DISTINCTION IN HOW THE COMMISSION ALLOWS 

RECOVERY OF CAP HOLDING COSTS DEPENDING ON WHETHER THE 

COMPANY IS SERVING POTABLE OR NON-POTABLE USES? 

No. Frankly, the positions of Mr. Ludders and Mr. Rigsby are difficult to 

understand. The Company is required to meet the water demands of its 

customers. Certain customers can be provided raw CAP water, without the 

need to treat such water to Safe Drinking Water Act standards. The water 

needs of these customers who are able to use non-potable CAP water are 

equally valid and as necessary as. the demands of the Company’s other 

customers. Matching available water supplies to water needs is fundamentally 

important to meeting a customer‘s water requirements. The alternatives, which 

Mr. Ludders and Mr. Rigsby seem to advocate, are to either forego use of CAP 

water entirely and pump more groundwater (which is contrary to Arizona water 

policy) or construct and operate water treatment facilities so that non-potable 

water users receive potable water at a substantially higher cost. Neither 

alternative makes sense and neither alternative advances Arizona’s water 

policies. 

DOES THE COMPANY SERVE UNTREATED CAP WATER IN APACHE 

JUNCTION? 

Yes. A substantia! portion of the company’s CAP allocation for Apache Junction 

is provided to golf courses for turf irrigation in lieu of pumped groundwater. This 

water is not treated and is not potable. Neither Mr. Ludders nor Mr. Rigsby 

raised this issue in the Company’s Eastern Group rate case. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

WHAT ARE THE COMPANY’S CAP WATER USE PLANS FOR THE 

COMPANY’S CASA GRANDE, COOLIDGE AND WHITE TANK WATER 

SYSTEMS? 

With respect to the White Tank system, the Company has been working with 

WESTCAPS, a coalition of west valley CAP subcontractors, to identify the best 

way to maximize the use of CAP water. During the past seven years, the 

Company and other WESTCAPS members have concluded that a CAP water 

treatment plant along the Beardsley Canal is the most cost-effective option of 

using CAP water in the White Tank area. This coalition also includes Arizona- 

American Water Company’s (“AAWC”) Aqua Fria Division. The Company has 

been working with AAWC on an agreement that would provide for the treatment 

of the Company’s White Tank CAP allocation. Completion of the final 

agreeme‘nt is awaiting the conclusion of AAWC’s negotiations with the Maricopa 

Water District, the owner of the Beardsley Canal. AAWC representatives have 

indicated that these negotiations are expected to be completed within the next 

few months. The CAP water treatment plant was originally expected to be 

completed by late 2006, but the schedule will probably require an additional year 

due to ongoing negotiations and finalizing the agreements. At the time the 

water treatment plant is completed, the Company will be able to, and will, use its 

entire White Tank CAP allocation to serve its customers. 

With respect to the Company’s Casa Grande and Coolidge CAP allocations, 

Mr. Whitehead’s rebuttal testimony describes the Company’s CAP water use 

plans. To briefly summarize, the Company began planning a regional CAP 

water treatment plant near Coolidge several years ago. The Company has 

purchased a treatment plant site, and is proceeding with the engineering design, 

as detailed in M. J. Whitehead’s rebuttal testimony. 

WHY HAS THE COMPANY NOT FULLY USED ITS CAP ALLOCATIONS IN 

CASA GRANDE, COOLIDGE AND WHITE TANK? 
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1 A. As I stated, we are currently delivering untreated CAP water to certain 

2 commercial and industrial customers in Casa Grande, and will continue to look 

3 for additional opportunities to do so. The balance of the Company’s CAP 

4 allocations will need to be treated to potable standards. For the Company’s 

5 White Tank water system, the first cost-effective opportunity to treat its CAP 

6 allocation occurred when the Company and AAWC were able to negotiate the 

7 outline of an agreement, under which AAWC will treat the Company’s CAP 

8 allocation in a large scale water treatment plant. The economies of scale 

9 differences between the Company “going it alone” with a one million gallon per 

day (“MGD”) or smaller water treatment plant and AAWC’s 10 MGD or larger 10 
water treatment plant are significant. To move ahead more rapidly, for the sole 11 
purpose of putting CAP water to use at any cost, would have been detrimentallo 

l2 I1 
the Company’s customers. The revenue requirements resulting from increased 

plant investment, and increased operating and maintenance expenses 

associated with a small scale CAP water treatment plant are unnecessary in light 

of the more cost-effective treatment capacity available from AAWC. 

13 
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15 

16 

17 
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20 

Likewise, using the Company’s CAP water in a groundwater savings 

facility would have caused an increase in overall expenses of nearly $80 per acre 

foot, and the benefits to the Company’s customers would have been minimal. 

The groundwater savings facility would be located a considerable distance from 

21 

22 

23 

24 

25 

26 

27 

the wells serving the Company’s White Tank customers, and the local aquifer 

would receive little recharge from the project. The same rationale applies to the 

Company’s Casa Grande and Coolidge water systems. Increasing overall 

expenses solely for the purpose of recovering deferred and ongoing CAP M&l 

capital charges, as Mr. Ludders and Mr. Rigsby seem to suggest, is not prudent 

business, and such an imprudent decision, if chosen by the Company, would 

negatively impact ratepayers in the form of unnecessary and substantial rate 

increases. 
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The situation in the Pinal AMA, where the Casa Grande and Coolidge 

systems are located, is significantly different from the Phoenix AMA and from the 

White Tank area. No CAP water treatment plants have been constructed in the 

Pinal AMA. The Company is planning to construct a CAP water treatment plani 

that will treat both its Casa Grande and Coolidge CAP allocations, in conjunction 

with the Company’s plans to consolidate its water systems into a single 

interconnected system. In addition, the cities of Eloy and Florence are potential 

participants in that plant, allowing costs to be shared. 

The required investment in a CAP water treatment plant will be significant 

and necessary to allow the Company to fully utilize its CAP allocations. RUCO 

has already pointed out the significant cost impact from the Company’s water 

treatment plants being constructed to remove arsenic from groundwater, That 

impact would have been compounded if the Company had pushed construction 

of its CAP water treatment plants fotward to allow for completion during the 2003 

test year. 

E. The Benefits Provided by the Company’s CAP Allocations. 

CAN YOU COMMENT ON STAFF’S TESTJMONY CONCERNING THE 

BENEFITS RECEIVED BY THE COMPANY’S CUSTOMERS FROM THE CAP 

ALLOCATION AND USE OF CAP WATER? 

Yes. Contrary to Mr. Ludder’s assertions, the Company’s customers already 

have benefited from CAP water even without receiving direct deliveries of CAP 

water. First, under the Groundwater Code, water providers with CAP allocations 

were automatically deemed to have an assured water supply until August 1995. 

That means that subdivisions developed in Casa Grande, Coolidge, and White 

Tank between 1983 and 1995 were able to plat solely because of the 

Company’s CAP allocations in Casa Grande, Coolidge and White Tank. Since 

1995, the Company’s customers have been able to develop property through a 
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combination of retired farmland and enrollment in the Central Arizona 

Groundwater Replenishment District. Second, customers that are receiving 

non-potable CAP water could have used groundwater or other sources of water. 

For example, the Reliant Energy (now Salt River Project) Desert Basin power 

plant near Casa Grande had the right to use groundwater pursuant to a Type 2 

non-irrigation grandfathered right. Lacking access to non-potable CAP water, 

groundwater would have been a source of water for the power plant. The 

Company’s delivery of non-potable CAP water has helped to preserve 

groundwater for future use by the Company’s Casa Grande customers. 

Likewise, the Francisco Grande Golf Course, another Casa Grande customer, 

had the right to use groundwater to water its turf, and in fact used groundwater 

to meet its water needs for several decades. The Company’s delivery of non- 

potable CAP water to this customer has also helped to preserve groundwater for 

future use by the Company’s Casa Grande customers. 

The preservation of groundwater in the Casa Grande area is important 

since the physical availability of groundwater in the Casa Grande area without full 

use of the Company’s CAP allocations, will not by itself support projected water 

demands for the next 100 years. In addition, providing non-potable CAP water to 

turf facilities helps to provide a renewable resource for uses that would otherwise 

rely on pumped groundwater, and can help to provide a reliable supply of such 

water until treated effluent becomes available. 

A third benefit is that CAP water sales to turf facilities and other non- 

potable users generates revenue to pay the CAP M&l capital charges, thereby 

reducing the future need to recover such charges from other customers. 

A fourth benefit will result from having low-arsenic CAP water blended 

with high-arsenic groundwater, thereby reducing the overall cost of treating 

groundwater to remove arsenic. Even though this alternative is not cost-effective 
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for current groundwater production facilities, it should prove valuable as new 

groundwater supplies are added to meet current and future water demands. 

ARE THERE OTHER BENEFITS FOR CURRENT CUSTOMERS FROM THE 

COMPANY’S CAP SUBCONTRACT ALLOCATIONS? 

Yes. Unlike the Phoenix and Tucson AMAs, the Pinal AMA management goal is 

not safe yield. Instead, the goal is to allow the development of non-irrigation 

uses of groundwater, while preserving groundwater for future non-irrigation uses. 

The use of groundwater to support existing and future non-irrigation uses will 

continue indefinitely, with the ability to use CAP water whenever possible to 

offset existing and future uses of groundwater. The Company’s CAP subcontract 

allocations will help to preserve groundwater for ongoing future use by reducing 

the Company’s sole reliance on groundwater and maximizing the long-term 

availability of groundwater supplies. . .  

IS THE INTERGENERATIONAL EQUITY ISSUE RAISED BY RUCO A 

LEGITIMATE REASON TO OVERRIDE COMMISSION POLICY AND DENY 

COST RECOVERY? 

No. Significant benefits have been provided to existing customers, as described 

above. Concerning the intergenerational equity issue, since CAP water is meant 

to provide long-term renewable supplies to help offset non-irrigation uses of 

groundwater, both current and future customers should bear the cost of 

maintaining the Company’s CAP allocations. As explained, the Company’s CAP 

allocation has helped to provide the regulatory basis for allowing current 

customers’ homes to be built. Likewise, future water users will purchase homes 

from current users, providing a financial benefit to current users. The CAP 

process began over 25 years ago, and water users since then have helped to 

fund the state’s efforts to bring CAP water to central Arizona. Renewable 

sources of water, such as CAP water, by their very nature, require long-term 

planning and commitments, including financial commitments. Denying cost 
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recovery would frustrate those goals, as the Commission and Staff have 

recognized. 

DO YOU SHARE CONCERNS EXPRESSED BY MR. LUDDERS AND MR. 

RIGSBY ABOUT INCREASING DEFERRED CAP M&l CAPITAL CHARGES? 

Yes. That is why it is surprising to hear that they oppose recovery of these costs 

at this time. No one has suggested that these water supplies are not needed. 

Indeed, they are indispensable. The Company has made significant efforts to 

bring CAP water into use in a cost-effective way and on a reasonable and 

prudent timetable. Removing CAP M&l capital charges from ongoing expenses 

and denying recovery of deferred CAP M&l capital charges will simply cause 

CAP costs to become a larger, more difficult problem to deal with in the future. 

DO YOU HAVE ANY FINAL COMMENTS ON THE ISSUE OF CAP COST 

RECOVERY? 

Yes. Staff and RUCO are wrong about the current benefits of CAP water, their 

attempt to downplay the Company’s use of CAP water for non-potable purposes, 

and the long-term benefits to customers from maintaining the Company’s CAP 

allocations. In addition, if Staff and RUCO are successful in depriving the 

Company of its right to recover the cost of maintaining its CAP allocations from 

its current and future customers by imputing an arbitrary and inappropriate “used 

and useful” test to a long-term water supply that, by its nature, cannot be fully 

used in the short-term, the Company’s customers will ultimately be harmed. The 

Commission and its Staff that worked with the Water Task Force recognized that 

this would conflict with Arizona water policy and would lead to water utilities 

having to rely solely on insufficient groundwater supplies to serve their 

customers. Accordingly, the Commission should apply the CAP Cost Recovery 

Policy in this proceeding and allow for timely recovery of costs acknowledged to 

be necessary to assure CAP water is available to meet the Company’s 

customers’ water requirements. 
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DO YOU AGREE WITH MR. HARVEY, THAT THE DEFERRED CAP M&l 

CAPITAL CHARGES SHOULD BE AMORTIZED OVER TWENTY YEARS AS 

OPPOSED TO TEN YEARS? 

No. I believe that the deferred CAP M&l capital charges should be amortized 

over a reasonable period of time. Ten years is a reasonable period of time, 

Rebuttal To the City’s Testimony on CAP and Arsenic. 

twenty years is not. 

HOW DOES THE CAP COST RECOVERY POLICY PROPOSE TO ALLOW 

RECOVERY OF ONGOING AND DEFERRED CAP M&l CAPITAL CHARGES? 

There are two basic methods identified in the CAP Cost Recovery Policy for 

recovering ongoing and deferred CAP M&l capital charges: commodity charges 

and a CAP Hook-up Fee. The mix of commodity and hook-up fees is determined 

.by comparing the CAP allocation to the current groundwater withdrawals, with 

hook-up fees used only to recover the portion of CAP allocations that exceed 

current groundwater withdrawals, and commodity charges used to recover the 

difference. A rate of return component is added to that portion of the deferred 

CAP M&l capital charges at the current level of CAP usage. 

IS THIS THE ONLY METHOD THAT COULD BE USED TO RECOVER 

DEFERRED CAP M&l CAPITAL CHARGES? 

Although the CAP Cost Recovery Policy does not provide for other methods of 

cost recovery, there could be other variations or mixes of commodity charges 

and hook-up fees that could be used, such as sixty percent from commodity and 

forty percent from hook-up fees, to recover deferred and ongoing CAP M&l 

capital charges. For the Company’s Casa Grande, Coolidge and White Tank 

systems, Ms. Hubbard’s rebuttal testimony provides the specifics of how the 

method identified in the CAP Cost Recovery Policy would be made up between 

commodity charges and hook-up fees and how a variation of this method could 

be devised that would address the concerns of Staff, RUCO, and Mr. Harvey that 
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Q. 

4. 

future water customers be required to bear an appropriate share of thesr 

deferred CAP M&l capital charges. 

DO YOU AGREE WITH MR. HARVEY THAT DEFERRED CAP M&l CAPITAL 

CHARGES SHOULD BE RECOVERED ONLY THROUGH THE USE OF P 

HOOK-UP FEE OR SURCHARGE ON NEW CUSTOMER’S WATER BILLS? 

I disagree with Mr. Harvey concerning the recovery of deferred CAP M&l capita 

charges only from new customers, but the use of a hook-up fee is contemplated 

by the CAP Cost Recovery Policy. I do not agree that new customers should pay 

a surcharge on their water bills. This method would be overly complex to 

administer and would involve tracking one class of customers separately from 

other classes of customers, based on the initial date of service. 

MR. HARVEY HAS ASKED WHETHER CAP WATER TREATMENT PLANTS 

AND POTABLE USE OF CAP WATER CAN BE DEPLOYED IN THE CITY 

MORE QUICKLY AND AVOID THE COST OF REMOVING ARSENIC. IS THIS 

POSSIBLE? 

No. It is neither possible nor practical. First, the Company’s CAP allocation for 

the City does not meet the full water demands of the Company’s Casa Grande 

system, and was not intended to do so. 

Second, even if the CAP water treatment plant were in place and 

operational today, the Company would still have to rely upon its existing 

groundwater supplies to augment CAP water supplies, for peaking purposes, and 

for use during times when the CAP Canal is taken out of service for repairs. In 

the past, the CAP canal has been taken out of service for up to six weeks for 

such repairs. In other words, most, if not all of the water treatment plants needed 

to remove arsenic will still be needed to provide water service in the Company’s 

Casa Grande water system. 

Third, there is insufficient time to properly plan for and construct a CAP 

water treatment plant in time to deal with the new, more stringent arsenic 
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standard that becomes effective in January 2006. Four or five years would be a 

reasonable time needed to design and construct the Company’s CAP water 

treatment plant. It is simply not possible for the Company’s CAP treatment plant 

to have the effect which Mr. Harvey and the City suggest. Contrary to Mr. 

Harvey’s assertions, a water resource plan, although desirable, is not the subject 

of this rate proceeding nor would it be practical for such a plan to be developed 

within the next eighteen months. 

DO YOU AGREE WITH MR. HARVEY THAT HOW THE COMPANY DEPLOYS 

THE USE OF CAP WATER VERSUS GROUNDWATERy AND TECHNOLOGY 

ISSUES ARE PRECURSORS TO THE COMPANY’S REQUEST FOR A RATk 

INCREASE IN THIS PROCEEDING? 

Absolutely not. This rate proceeding involves the Company’s request for 

revenue requirements related to added rate base, increased operating and 

maintenance expenses, and the recovery of deferred CAP M&l capital charges, 

among other factors. The impacts of how CAP water will be deployed by the 

Company in the future, and the technologies chosen, will all be the subject of 

future proceedings before the Commission and are not at issue in this 

proceeding. 

RECOVERY OF THE COMPANY‘S LITIGATION EXPENSES. 

A. The City’s Condemnation Proceedinq. 

WHAT IS YOUR RESPONSE TO STAFF’S POSITION ON THE COMPANY’S 

RECOVERY OF LEGAL EXPENSES INCURRED BY THE COMPANY AS A 

RESULT OF THE CITY’S UNSUCCESSFUL CONDEMNATION ATTEMPT? 

Mr. Ludders contends that the Company should not be allowed to recover any of 

its legal expenses resulting from the City’s attempt to condemn a portion of the 

Casa Grande system. Mr. Ludders has incorrectly concluded that the 

Company’s Casa Grande customers would have continued to receive water 
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service whether or not the City was successful in its attempt to condemn i 

portion of the Company’s water system. That is a gross oversimplification and i 

is misleading. The City attempted to condemn only a portion of the Company’: 

water system, which would have broken the Company’s water system into three 

or more pieces. The severed portions of the Company’s water system woulc 

have been left without adequate water production or storage capacity and some 

customers would have experienced inadequate water pressures. Substantial 

capital investments in new plant would have been required in any case. 

WOULD THE COMPANY’S CASA GRANDE CUSTOMERS HAVE 

EXPERIENCED HIGHER UTILITY BILLS IF THE CONDEMNATION HAD 

SUCCEEDED? 

Yes. The cost impacts to the Company’s remaining Casa Grande customers 

after a partial takeover by the City would have been significant. This would be in 

addition to decreased water system reliability. 

As a result of the Company’s actions, ratepayers benefited from 

continued, reliable, low-cost water service from a well-established water provider. 

The full extent of the impacts resulting from the City’s ill-conceived and 

inadequately planned effort to condemn may never be known since the Company 

was able to block the City’s attempt. No one has argued that the Company’s 

efforts were not necessary or that the City should have condemned the water 

system. As Mr. Hammon’s engineering report demonstrates, the Company’s 

Casa Grande system is well run and has no operational or other problems. Staff 

also overlooks the fact that the Company acted reasonably and prudently in 

defending the interests of the Company and its customers against a costly and ill- 

conceived takeover by the City. 

B. The Legal Proceedings Concerning the City’s Competing Effluent 
Sales. 

WHAT ABOUT THE OTHER LEGAL PROCEEDING, MR. GARFIELD? 
r\n 
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A. The other legal proceeding involved the Company’s challenge of the City’s 

attempt to sell effluent - a competing utility service - to customers within the 

Company’s Certificate of Convenience and Necessity (“CC&N”). First, it should 

be noted that Staff does not object to these legal expenses, only the expenses 

relating to the condemnation. RUCO, in contrast, does not object to recovery 01 

legal expenses relating to the condemnation, but does object to legal expenses 

resulting from our challenge to the City’s sale of effluent within the Company’s 

CC&N. See Ludders Dt. at 16; Rigsby Dt. at 22-24. 

In that legal proceeding, the City attempted to provide a competing water 

service within the Company’s CC&N, which the Company believed was a 

violation of state law. We believed the source of water was immaterial, since the 

City could have attempted to provide any type of water service to the Company’s 

customers. The Company was also working to provide non-potable CAP water 

to a large customer that otherwise could have used groundwater pursuant to a 

Type 2 non-irrigation grandfathered right. The City attempted to interfere with the 

Company’s lawful right to provide such water service. 

Q. WERE THE COMPANY’S CUSTOMERS ADVERSELY IMPACTED BY THE 

CITY’S ACTION? 

Yes. The Company’s customers have been negatively impacted by the City’s 

interference, resulting in higher CAP M&l capital charges being deferred into the 

future than otherwise would have resulted if the City had not interfered. This is 

not the first instance where unregulated entities have attempted to invade the 

field of a Commission-regulated utility and interfere with the utility’s rights, and, 

unfortunately, it won’t be the last. This also was occurring at or around the time 

4. 

of the City’s condemnation attempt, which was determined by the Arizona Court 

of Appeals to be unlawful. 

2. MR. RIGSBY POINTS OUT THAT THE COMPANY DOES NOT SELL 

EFFLUENT. IS THAT CORRECT? 
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4. 

Mr. Rigsby’s testimony is wrong. The Company already provides service c 

effluent in its Superstition system. The Company does not need to producc 

effluent (Rigsby Dt. at 23) to be able to sell non-potable water to meet i t  

customers’ water needs. Coordination between effluent producers and the wate 

provider, namely the Company, were hampered by the City’s attemptec 

interference with the Company’s right to provide non-potable water, in addition tc 

the condemnation. 

The Company is not precluded from providing effluent service as a public 

service corporation, and does not require additional CC&N authority to providc 

such service, only an approved tariff for the provision of effluent or reclaimec 

water is required. Again, as in defending against the City’s unlawfu 

condemnation attempt, the Company’s decision to defend against what wa: 

believed to have been an unlawful invasion of the Company’s exclusive right tc 

furnish water service within its certificated service territory was prudent anc 

necessary to protect the Company and the customers’ interests. Utilities shoulc 

be able to protect their rights and their customers’ interests under a CC&N, anc 

expenses relating to such activities are legitimate costs of service that should be 

included in customer rates. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY IN THIS MATTER? 

Yes, except that my silence on any issue raised or recommended by any party tc 

this proceeding should not be construed as the Company’s acceptance of thai 

issue or recommendation. 
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1. On April 24, 1998, in Decision No. 60829, the &zona Corporation Commission 
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consoliddon with other water utilities. The CAP generally supports Staffs proposafs, but it does 

express some resTations. 

4. The Task Force was divided into three subcommittees: the Regulatory Reform 

Subcommittee, the Consemation Subcommittee, and the Water Supply Subcommitt~~. The Regulatory 

Reform Subcommittee achieved consensus on five goals: 

0 Reduce the number of small, non-viable water systems through new rules and prdcedures. 

0 Strengthen the financial capacity of the water utility industry. 

0 Provide greater emphasis on simplifying, shortening, and reducing the &st of the 
ratemaking process. 

0 Improve co~lsumex education. 

0 Increase interagency coordination. 

131 
5. The Consexvatim Subcommittee focused on developing policies the commission C O ~  

to encourage water consewation. The Water Supply Subcommittee focused on isrues relevant to 

wable and surface water supply, such as the Central Arizona Project. 

latory Reform Subcommittee 

6. 

endations and discussions are summariztd. 

7. 

On Pages 3 through 25 of the Report, the Regulatory Refom Sulx&nitteess 

On Pages 4 through 7 of the Report, Staffs proposal on placing mort stringent 

on approval of CC&Ns for new water companies is discussed 

8. COmmission S ~ m m m e n d d  the following Commission policy changes collccming 

ent of new water companies: 

a The application for a new CC&N must show that an existing water company cannot 
or will not m e  the area being applied for. This showing must be made by submitting 
service rejection letters h m  all the “A” size water companies in the statc (there are 3) 
and at least five of the “B” size companies (there are 20). The five B size companies 
contacted should include the B size companies that are geographically closest to the 
applicant. The application must also be accompanied by Service rejection Ic#as 
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fiom all the existing water companies within five miles of the area being requested. : 
addition, the rejection letters must be accompanied by the corresponding request fc 
service that was made to each of the existing water companies by the applicant. 

b. The rates should be set such that the company should at least break even no later tha 
its third year of operation. The calculations would be based on the company' 
reasonable estimates of customer growth. The company should also be required t 
come in for a rate case three years after serving its first permanent customer. 

c. Because Staff believes that it is not in the public interest, no new CC&N would b 
issued to any company that was afziliated with any other Company or person that wa 
not in total or substantial compliance with Commission and ADEQ requirements. Thi 
restriction should apply to CC&N extensions and transfers as well. 

d. Staffrecommends establishing a set of standard s d c e  charges for new CC&". 

e. Staffwill work with the ADWR to establish tiered rate structures for new CCms. 

Staff recommends that the Commission endorse Staffs recommendations. Further, 

e detailed statement of policy should conform to the general principals of Staffs 

Staff members who an mendation contained in the Report and the above discussion. 

IO. On Pages 8 through 11 of the Report, several pn>posals for proViding incentives for 

0 The acquisition is in the public interest; 

0 The acquisition will not negatively affect the viability of the acq*, 

Decision No. d 2 9 9 3  
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The recoveryperiod for the acquisition adjustment should be for a specific minimum tim 
(e.g., twenty years); and 

The acquired company is a class D or E. 

1 1. Staff does not recommend allowing for acquisition adjustments unless all of the abovc 

12. Other incentives for conso~idation could be provided by the State Legislature. Tax 

13. The establishment of a fund similar to the U~versd  Service Fund used for 
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ompanies would need to be included as contributodbeneficiaries of the fund. This would require 

ommission may want to consider in the future. 

14. Issues involving property taxes are discussed on Pages 12 and 13 of the Report. The 

Staff also recommends that the 

Accounting and Rates (A&R) section of the Utilities Division sponsor, for any intwested party, a 

eminar on the ratemaking implications of property taxes, focusing on the problems the industry 

15. On Pages 14 and 15 of the Report, the Future Test Year issue is discussed. Staff 

Such items would include, but are not limited to: 

. .  a. Method of matching new expenses With new Wenu@. 

b. Revenue neutral plant, i.e., plant to serve existing, not future, customers. 

c. Revenue neutral plant will be installed within a specific timeframe, p r e f d l y  one year. 

d. Revenue neutral plant is necessary to provide proper and adequate service to existing 231 
customers. 

16. . On Pages 15 and 16 of the Report, Staffs recommended Generic Hook-up Fee policy 

outlined. Both the industry and RUCO support S W s  recommendation in principal. Staffbelieves 

@kmentin& this recommendation will require a rulemaking proceeding. s t d m u e s t s  &at the 

Decision No. b 2- 9 3 
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17. On Pages 16 through 19 of. the Report, proposals for plant replacement fund 

hanisms are discussed. Staff recommends that the Commission adopt a policy Similar to the 

nnsylvania Public Utilities Commission's Distribution Service Investment Charge @SIC). staff 

19. On Pages 20 and 21 of the Report the pass-through mechanism approved by the 

felt that the Commission's policy on U S .  0 40-370 needed to be clarified because, at the time 

appealed). The two approved applications were for Arizona Water Company's Monitoring 

62037). Those two decisions indicate that the Commission's policy on A.R.S. 0 40-370 

lications is to support appropriate pass-throughs, which should mitigate the ind,ustries concerns. 

On Pages 21 and 22 of the Report, StaFs proposed Rate of R e m  policy is outliried. 20. 

tes and lead to other improvements. This policy would make filing rate cases much less burdensome 

r small water companies. S f l s  proposed policy allows companies that are filing rate applications 

Decision No. La! 9 3 
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&e,, traditional rate making). In addition to the recommendations in the Report, Staff 

recommending that the choice of the generic rate of return be limited to C, D, and E companies. 4s 

Staffrecommends that the generk rate of return should be a minimum rate of return; thus, points c 

be added to it to account for special e x p s e s  such as WIFA loan payments. Staffreuuests that 11 
I 

10 

1 1 

12 

13 

14 

0 15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

5 Commission order a rule making proceeding be ouened to im~lement S t a r s  ummsed Rate ofReh 

6 policv. Staff is aware that the recent court of Appeais opinion may impact tbe cOm*m’on’s abilii 

7 to implement StafPs proposed rate of return policy. Staff believes that the issues raised by the Cou 

8 of Appeals Opinion are best dealt with during the rulemaking proceedings. 

9 21. On Pages 22 and 23 of the Report, the electronic filing of annual Reports, mte a 

and other filings with the Commission is discussed. S-, the industry, and RUCO all agreed &a 

allowing for electronic filing would be beneficial. Staff has already initiated the first steps ofthi 

process by making the Short Rate Case Form available on the Commission’s web site. Staff i, 

committed to making all of its forms available electronically. .In order to institute fill electronic filing 

&e Hearing Division will need to be involved. Staff is committed to working with the He&nl 

Division to develop a process that will allow for full electrode filing. 

22. During the Task Force’s discussions of electronic filing, the industry also exp- 

concern about the volume and extent of the Commission’s filing requirements. Staff acknowledges 

that certain filing requirements may be outdated. Staff is currently reViewhg all fonns and filing 

requirements. Howcvcr, such a review is a major undertaking and may take some time to complete. 

On Page 23 of the Report, Statrs Main Extension Agreement (MXA) p& is 

outlined. Staffs proposal is to have standard MXA pruvjsjons included h each water companja 

tariffs, instead of the c m t  process of approving MXAs on an individual case basis. Both the 

industry and RUCO supported S M o n  this issue. Staff reauests that the Commission ordm a rule 

makinp. uroceeding be ouened to imulement Staffs umuosed MXA DOliCV. 

23. 

24. On Pages 23 and 24 of the Report, several suggestions concerning consumer education 

are discussed. Staff is currently working on educational programs for all industries the Commission 

*plates. h p l a n ~ ~ ~ t i n g  any educational p m p m  may require additional finds h m  the Legislam. 

Staff is also evaluating the expansion of its well-regarded Small Water Assistance Team (SWAT) 
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rogram (which deals with educating water company owners/operators) to include education for wati 

25. On Pages 24 and 25 of the Report, S W s  Phased Rate Increase policy is discusw 

taffbelieves that in certain Jimited circumstances it is appropriate to phase rate increases in (IV~ 

me. Staff will develop well-defined guidelines for when and how phased rate increases ar 

26. On Page 25 of the Report, Sta f fs  recommendation on rates tied to conditions j 

iscussed. Staff recommends that aN rate increases be conditioned on the mmDanv Drovidhi 

SWhas already implements 

ommended Orders. Staff wil 

anies. One impediment to thi 

ur~e~. Currently, the Utilitie! 

mmission regulates. 

27. On Pages 26 through 29 of the Report, the Conservation Subcommittee's 

8, a perceived problem with 

m e m h  of the Task 

not allow companies 

examples of instances where Staff has recommended denial of conservation program costs or 

28. On Pages 28 and 29, Staffs proposal to institute three tiered rates is discussed. Ticred 

Dtcision No. 6 2 9 9 3  
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th rates designed as proposed by Staff in the Task Force's Report there is almost no chance 4 

derearning while there is a good possibility of overearning. If' properly designed though, the tiere 

tes would result in the non-conservhg customers payhg extra for large uses of water and 

ose customers that used very little water. Ifcustomers conserved such that all were falling withi 

on fair value. There was disagreement among the Subcommittee membm about what the 

Commission should require before it allows for CAP cost recovery. In the Report, Staffrecomnend& 

Decision No. 62943 
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1 

2 for CAP allocations which will only be used to serve future customers. 

3 

five-year time horizon because Staffwished to limit the extent to which current customers are chaqp 

30. Since the Report was written, Staff has modified its position. Staff believes that thc 

4 c u  
5 allowing cost recovew. Staff believes that the time requirement daced on comuanies a ~ ~ l y i n a  foi 

6 CAP cost recovery should be decided on a case by case basis. Also. to ensure that current customen 
7 5  

The amount of the recovery that is recovered through 

hook-up fee should be determined by the company's total demand for water relative to its CAP 

cost recovery in tbe Vail Wat& Cohpany Rate Case (Decision No. 62450) is an example of thc 

31. S i  u meetin s wi 

The detailed statement of policy should conform to the recovery 

2 1 policy, several changes to the Commission's rules, and that the Commission pursue s e v d  Legislative II 
22 changes. These recommendations are summan'zed as follows: 

23 I Policy ChPDgm 

e CC&Ns (new, transfers, and extensions) 
0 Acquisition Adjustments and Rate of Return Premiums 
0 Seminar on ratemaking implications of property taxes 

Electronic Filing and review of filing reqUinments 
Phased Rate Increase 

0 Ratcs tied to Conditiom 
Tiered Rate Structure 

Decision No. 62993 
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Rulemaking 

D Generic Hook Up Fee 
D RateofReturn . 
B Main Extension Agreements 
D Plant Replaemat Fund 

Legislative Changes 

D Incentives for consolidation, e.g. tax breaks 
D Replace property taxes with a percentage of revenue tax 

33. Staff recommends that the Commission endorse the above policy and Legislative 

:hanges. Also, Staff recommends that the Commission open a rulemaking proceeding in order to 

mplement the above changes to the Commission rules. 

CONCLUSIONS OF LAW 

1. The Commission as the regulatory body with the longest history and the primary 

esponsibility over private water companies should take the lead in seeking a coordinated solution to 

he problems of mall water companies. 

2. The Commission arranged for the formation of the Task Force for meetings between 

epresentatives of regulatory agencies, the water providers, and water consumers in order to address 

hese issues. 

3. The Task Force has issued a report that summarizes the views of its members. 

.. 

.. 
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ORDER 

THEREFORE, IT Is ORDERED that the Commission approve S@S recommendations in 

he above Findings of Fact 

IT IS FURTHER ORDERED that this decision shall become effstive ~mmediately. 

IN WITNESS WHEREOF, I, BRIAN C. McNElL, 
Executive Secretary of the Arizona Copration 
Commission, have hereunto, set my hand and caused the 

at the Capitol, 
in the City of OOO. 

U 

&+/ Executiv Secre 

. .  

Decision No. L329 93 
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TO: THE COMMISSION 

FROM: UtilitiesDivision 

DATE: June 29,2001 

RE: WATER TASK FORCE OF THE AFUONA CORPORATION COMMISSION 

(DECISION NO. 62993) 
(DOCKET NO. W-OOOOOC-98-0153) 

On November 3,2000, the Commission issued Decision No. 62993. This decision 
approved Staffs recommendations regarding the Commission’s Water Task Force. The cornmission 
directed Staff to woxk with interested parties to develop policy statements, some of which due by 
June 30,2001. Staff has had a number of meetings with interested parties to discuss the issues and 
resolve parties’ concems on many occasions, as noted below. The reports addressing specific subjects 
reflect a consensus of the working groups. In only one working group did Staff disagree with a portion 
of the group’s resolution of an issue, which is also discussed below. ?he reports address the following 
issues: 

Finding of Fact No. 9 from Decision No. 62993 ode& Staff to develop a policy 
statement regarding Certificates of Convenience and Necessity for water systems. Attachment A to 
this memorandum is a proposal for this policy developed in a meeting with inbested parties. 

0 

Find~ng of Fact No. 11 ordered Staff to develop a policy statement regarding 
acquisition adjustments and rate of return premiums for water systems. Attachment B to this 
memorandum is a proposal for this policy, which was developed based on several meetings with 
interestedparties 

Finding of Fact No. 29 ordered Staff to develop a policy statement regarding tiered 
me. Attachment C to this memorandum is Staffs proposal for this policy, which was developed after 
several meetings with interested parties. 

Finding of Fact No. 3 1 ordered Staff to develop a policy statement regarding recovery 
of costs related to the Central Arizona Project. Attachment D is Staffs pmposal for this policy, which 
was developed after several meetings with interested parties. StaE is in agreement with this proposaZ 
except for the portion which deals with the definition of the t m  L’use.” The attached policy defines 
“use” as those methods considered as “use” by the Arizona Department of Water Re~~urces 
(ADW). The current regulations of ADWR allow a water company to be in compliance with its 
requirements as long as the water system uses its CAP water anywhere within the same Active 
Management Area (AMA) in which the water system is located. This a p p c h  is mntmy to the 
position the Commission took in a recent Vail Water Company (Vail) rate case. 0 



~ 

THE COMMISSION 
June 29.2001 
Page 2 

In Decision No. 62450, the Commission approved Vail's cost recovery of its CAP 
costs with specific mandates regardmg Vail's long-term plans for the CAP wata. At present Vail is 
using its CAP water in an ''in lieu recharge project". Vail's CAPwater is b e i i  usedby a b i n  Red 
Rock in lieu of the fsrm using groundwater. Because the firrm in Red Rock is in the same AMA 
(Tucson AMA) as Vad, Vail gets credit forthis use by the firrm and &=fixe, is in compliance with 

water being mharged in Red Rock will never a d y  directly benefit the aquifer in Vd and therefole, 
never benefit the customers of Vail. This was the basis for the Staff recommeendations that were 
adopted by the Commission in Decision No. 62450. The Commission ordered Vail to submit, within 
10 years of the Decision, a plan to use it CAP water directly in its certificated area. Decision No. 
62450 also ordered V d  to actually begin using its CAP water within its certificated m within 15 
years of the Decision. 

ADwRrequirement,eventhoughthe~isapproximately6omiles~vail. staffbeliwesthatthe 

For these reasons, Staff recommends that the cormnission slightly, but significantly, 
modi@ the definition of "use" contained in Attachment D by addmg the condition that the water system 
would have to use its CAP water within its certificated area 

Staffrecommends that these policy statements be discussed at an Open Meeting at the 
Commission's convenience. a 

DeborahR Scott 
Director 
Utilitia Division 

DRRSMO 

ORIGINATOR Steven M. Olea 
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Attachment A 
Proposed Policy for Water Certificates of Convenience and Necessity 

The Commission has established a policy goal of ensuring Arizona's water consumers 
are served by viable utilities. In Decision No. 62993, the Commission required Staff to 
develop a policy statement on Certificates of Convenience and Necessity (CC&N) for 
water systems which conforms to the general principles of Staffs recommendation as 
contained in the Water Task Force Report of October 28,1999. 
The Arizona Constitution, Article 15, Section 3, provides in part: "The corporation 
commission shall have full power to, and shall ... make reasonable rules, regulations 
and orders, by which such corporations shall be governed in the transaction of business 
within the state .... Provided hrther that ... rules, regulations, orders and forms ... may 
fiom time to time be amended or repealed by such commission. " 
State law on CC&Ns requires, in part, that a public service cqrporation shall not begin 
construction of any plant or system without first obtaining a CC&N fiom the 
Commission. (See A.R.S. 40-281) In processing a CC&N the Commission is 
performing a judicial function, (See A.R.S. 40-282), Staff, as a party to the case, is 
charged with developing, and making a recommendation on the application to develop 
the record for the hearing on which the Commissioners base their final decision. 
The Arizona Administrative Code R14-2-402, Certificate of Convenience and 
Necessity for water utilities, is used by Staff to guide the development of their 
recommendation on the application. The rule requires the Applicant to provide the 
following information: 

a. Proper name and address of the utility and its owners, 
b. Articles of Incorporation and Corporate Bylaws, 
c. Type of plant and facilities to be constructed, 
d. Complete description of facilities to be constructed, with preliminary 

engineering specifications to describe the principle systems and components to 
meet the needs of the health department, and final engineering drawings when 
they are available. 

e. The proposed rates, 
f Estimated total cost of the facilities, 
g. Manner of capitalization, method of financing the utility, 
h. Financial condition of Applicant, 
i. Estimated annual operating revenue and expenses fiom the proposed 

construction, 
j. Estimated starting and completion dates of the proposed construction, 
k. Maps of the proposed service area, 
1. Appropriate city, county andor state agency approvals, 

m. Estimated number of customers to be served for each of the first 5 years of 
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operation, including documentation to support estimates. 
Staff also requires the Applicant to provide: the request for service initiating the 
"necessity" of the request for a CC&N, appropriate approvals fkom the Arizona 
Department of Water Resources (ADWR) and the Arizona Department of 
Environmental Quality (ADEQ), and compliance status information fkom the ADEQ 
and ADWR. 
In order to assist the Commission in its goal to eliminate the proliferation of non-viable 
water systems, it is recommended that in addition the above, the following should be 
required: 

1. Unless the Applicant is an existing public water utility in Arizona or is an 
affiliate of an Arizona public water utility, an Applicant for a new CC&N (i.e., 
not an extension to an existing CC&N) must demonstrate that existing water 
utilities have refused to extend their territories to include the requested area. This 
demonstration shall be made by the Applicant providing all the following: 

a. A copy of the Applicant's request for service from all Class A* water utilities in 
the State as well as the refusal to serve from all those Class A water utilities, and 

b. A copy of the Applicant's request for service fiom all or at least five (5), 
whichever is less, of the Class B* water utilities serving within fifty (50) miles 
of the Applicant's requested area as well as the refusal to serve fiom all those 
Class B water utilities, and 

c. A copy of the Applicant's request for service from all water utilities* serving 
within five (5 )  miles of the Applicant's requested area as well as the refusal to 
serve h m  all those water utilities. 

0 

0 
* Any utility willing to serve must respond to the Applicant within thirty (30) days of 
the Applicant's request and must meet item #3 below. 

2. If the Applicant has received an affirmative response to a request for service 
within thirty (30) days of its request from any of the above water utilities, but 
believes that such service would not be cost-effective nor in the public interest, 
the Applicant shall submit detailed information and cost data that clearly and 
convincingly demonstrates such an opinion and that the granting of a CC&N to 
the Applicant is in the public interest. 

3. The Applicant must demonstrate that it and all its affiliates and associated 
management or operations personnel are in compliance with all applicable 
Commission, ADEQ, and ADWR requirements. In the event, the utility, any 
affiliate, or associated management or operations personnel are not in 
compliance with Commission, ADEQ or ADWR requirements, the Applicant 
must demonstrate that the non-compliance is related to the recent acquisition or 
affiliation with a deficient utility. With regard to ADE, the Applicant shall be 
considered in compliance if it, or any of its affiliates, does not have or has not 
had within the 12 months prior to the application, any major deficiencies with 
regard to physical facilities, operation and maintenance requirements, or 
monitoring requirements. 

4. Initial rates for a new CC&N should be designed such that the utility would have 
the opportunity to break even (zero percent rate of return) at the end of its third 
year of operation. These rates should also provide the utility the opportunity to 

0 
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earn a reasonable rate of return by the end of its fifth year of operation. Rate 
levels and the rate of return would be based on the Applicants reasonable 
projections of customer growth and the rate base required to properly and 
adequately serve the customers. 

5. For new CC&Ns that are not being served by an existing utility, the following 
charges shall be set as follows: 

-a 

a. Establishment (normal) -- $20.00 
b. Establishment (after hours) - $35.00 
c. Reconnection -- $20.00 
d. Meter Test (if correct) -- $25.00 
e. Deposit -- 2 times the monthly minimum plus 15,000 gallons 

g. Service Call (after hours) -- $40.00 
h. Meter Re-read -- $35.00 
i. Late Payment Fee -- 1.5 percent after 15 days 

f. NSF Check - $25.00 

The above charges shall be reviewed annually by Staff and adjusted if necessary. 

6. Once the CC&N is granted, the utility shall be required to file a rate case no later 
than 120 days after the fifth anniversary of serving its first customer. 

httn.//w.cc.state.az.us/workindwt-attachA.htm 212812002 
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Attachment B 
Proposed Policy for Class D and E Water System Acquisitions 

The purpose of the acquisition policy is to try to encourage acquisition and 
consolidation of small water utilities operating in the state. For purposes of this policy, 
small water utilities are limited to Class D and E water utilities, i.e., less than $250,000 
of operating revenue in the most recent calendar year. Acquisition of small water 
utilities should result in improved water quality and/or service for the customers. 

. 

Decision No. 62993, dated November 3,2000, established six general conditions a 
water company must meet to qualify for an acquisition adjustment or rate of return 
premium. Per that Decision, the acquisition incentive may be granted in one of two 
ways: (1) recovery of an amount paid in excess of the book value of the acquired 
company's assets (acquisition adjustment), or (2) a rate of return premium, but not 
both. This policy develops criteria and procedures for determining the amount of 
acquisition incentive that will be eligible for recovery in rates following acquisition of 
a small water utility. 
The purchase price for a small water utility could exceed the book value of its plant in 
service, resulting in a positive acquisition adjustment. This policy applies exclusively 
to positive acquisition adjustments, and negative acquisition adjustments shall not be 
recognized for rate-making purposes. 
In certain cases, a rate of return premium may be allowed instead of an acquisition 
adjustment. Once the rate of return percentage is determined, a premium amount will 
increase that percentage. The premium percentage will be allowed in rates for a period 
of time that the Commission determines is appropriate to provide an acquisition 
incentive. 
Following is the list of six conditions a company must prove by a preponderance of the 
evidence in order to obtain an acquisition adjustment or rate of return premium in rates, 
as well as criteria to meet those conditions. 

a 

1. The Acquired Company Is A Class D Or  E. 
This policy is to be applied to the acquisition of Class D and E water utilities, 
i.e., those having less than $250,000 of operating revenue in the most recent 
calendar year. 

2. The Acquisition Will Not Negatively Affect The Viability Of The Acquirer. 

demonstrates its continued financial viability subsequent to the acquisition. Staff 
will not recommend approval of a proposed acquisition that would be potentially 
detrimental to an acquirefs financial viability. 

The acquiring company shall provide documentation that satisfactorily 

e 
3. The Acquired System's Customers Will Receive Improved Service In A 

http ://www.cc. s tate.az.us/working/wt-attachB. htm 2/28/2002 
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Reasonable Timeframe. 

customers of the acquired system. The plan shall include, but not be limited to, a 
detailed listing of the current violations and deficiencies of the water company to 
be acquired, as well as the acquirer's proposed solutions and the related costs. 
Additionally, the plan must also include a proposal for how the rates of the small 
water utility's customers will be affected. The acquirer's plan should also provide 
estimated implementation dates for each system or service improvement. A 
service improvement plan might include, but is not limited to, the following: 

a. Delivering water to customers that meets the quality standards of the Arizona 
Department of Environmental Quality ("ADEQ) and the Safe Drinking Water 
Act. 

b. Satisfactory resolution of outstanding violations with ADEQ and the Arizona 
Department of Water Resources ("ADWR"). 

c. Developing a reliable source of water supply. 
d. Developing appropriate water storage capacity. 
e. Improved water pressure, either higher or lower, within the distribution system. 
f. Replacement of inadequate, insufficient, deteriorated, andlor inefficient 

in fiastructure. 
g. Improving billing procedures, customer complaint resolution, and service 

response times. 

4. The Purchase Price Is Fair And Reasonable (Even Though That Price M a y  
Be More Than The Original Cost Less Depreciation Book Value) And 
Conducted Through An Arm's Length Negotiation. 
One factor that would contribute to recommending an acquisition incentive is if 
the net plant value is either very small or zero, due to substantially or hlly 
depreciated assets that require replacement. Although the water company assets 
may reflect zero net book value on the records, the assets in theory still have 
value due to the fact that they generate a future revenue stream. To determine if 
the purchase price and resulting acquisition incentive amount is fair and 
reasonable, Staffs evaluation shall include, but not be limited to, the following 
criteria: 

a. The purchase price must be the result of good faith negotiations between the two 
transacting entities. 

b. The acquisition must be conducted through an arm's length transaction, and the 
two parties must not be affiliates as defined by A.A.C. R14-2-801.1. 

c. Present value of future cash flows. 
5. The Recovery Period For The Acquisition Adjustment Should Be For A 

Specific Minimum Time. 
Staff will evaluate the acquisition adjustment recovery period to be fair and 
reasonable to both the acquirer, and the customers of the small water utility. The 
specific recovery period shall be set on a case-by-case basis and shall be 
consistent with the period over which customers are expected to benefit, as well 
as mitigate the impact of cost recovery on rates. 

determine the premium percentage and recovery period on a case-by-case basis. 
Recovery via the rate of return premium will be calculated to recoup only the 

The acquiring company shall submit a plan for improving service to the 

If a rate of return premium is sought by the acquiring company, Staff will 

http://www.cc.state.az.dworking/wt-attachl3.htm 2/28/2002 

http://www.cc.state.az.dworking/wt-attachl3.htm
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excess of the purchase price over the book value of the plant in service. 

6. The Acquisition Is In The Public Interest 
Staff will investigate the acquirer's compliance history with the ADEQ and the ADWR 
to determine if it is a fit and proper entity to acquire a small water utility. Acquisition 
incentives will not be granted to entities that are currently in violation of rules set forth 
by ADEQ andor ADWR. 
The acquisition of a small water utility would comply with the standard of public 
interest if the above detailed five conditions are met, and no ADEQ andor ADWR rule 
violations are pending. Additionally, the following circumstances may further 
demonstrate how an acquisition could be in the public interest: 

0 The small water utility is insolvent, defined as "unable or having ceased to pay 
debts as they fall due in the usual course of business". 
The small water utility will have increased opportunities to obtain short-term 
financing as a result of the acquisition. This will enable the company to make 
improvements to, and correct deficiencies within its water system that would 
enable it to serve water that meets the quality standards set forth in the Safe 
Drinking Water Act. 
Short-term and long-term cost savings can be demonstrated as a result of the 
acquisition, as well as efficiencies and economies of scale. 
As a result of the acquisition, delinquent remittance of transaction privilege tax 
and/or property tax by the small water utility to the Arizona Department of 

. 

Revenue will be satisfied. 

PROPOSED PROCEDURE 

Once the two entities enter into a transfer/purchase agreement, they will submit a joint 
application to the Commission pursuant to Arizona Administrative Code Section R14- 
2- 103. The joint application should include the following information: 

a. A Commission approved rate application for water companies with annual gross 
operating revenues of less than $250,000 for the small water utility to be 
acquired as of the most recent fiscal year end, or all the information required in 
such a rate case application along with a request for a Commission accounting 
order delineating how the acquisition incentive will be treated. 

b. Financial statements of the acquirer as of the most recent fiscal year end. 
c. Disclosure of transaction as either an asset purchase and Certificate of 

Convenience and Necessity transfer, or stock purchase. 
d. A copy of the purchase agreementhale document including the proposed 

purchase price. 
e. A detailed explanation and supporting evidence to demonstrate how the 

acquisition meets the six conditions to be eligible for recovery of an acquisition 
adjustment in rates. 

f. A list and explanation of current known deficiencies of the system to be 
acquired as well as the acquirer's proposed solutions to remedy the deficiencies, 
along with the costs, and timefiarne for implementing the solutions. 

adequate information for an RCN study to be performed. 
g. Reconstruction Cost New (RCN) for the small water utility to be acquired or 
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h. A detailed calculation of the proposed acquisition adjustment requested to be 
eligible for recovery in rates, a proposal for its method of recovery, and a 
calculation of its effect on rates. 

Upon submission of the application, Staff will analyze the documentation to determine 
whether the acquisition meets the six conditions identified in Decision No. 62993, by: 

1. Analyzing the company's financial information to determine that it is a Class D 
or E water utility. 

2. Assessing the acquiring entity's financial resources to determine if sufficient 
financial resources are available to acquire a small water utility without 
jeopardizing the acquirer's good financial standing. 

3. Evaluating the acquirer's proposed actions to assess whether customers of the 
acquired small water utility will receive improved service within a reasonable 
timefiame. 

4. Evaluating the original cost of the existing plant assets on the acquired utility's 
books, as well as RCN amounts. Staff will then compare those two amounts 
with the proposed purchase price to determine if the purchase price is fair and 
reasonable; if the purchase price was negotiated, and if the sale will be 
conducted, through an arms length transaction; and what amount of acquisition 
adjustment or rate of return premium, if any, will be allowed. 

5. Classifying the acquisition incentive as either a regulatory asset (acquisition 
adjustment) or a rate of return premium, to be recovered over a specific time. 

6. Reviewing the documentation provided in response to the five conditions set 
forth, as well as other potential benefits identified by the acquirer and determine 
if the acquisition meets the criteria of public interest. Staff will also evaluate 
whether the acquirer is a "fit and proper" entity to purchase a small water utility. 

7. Requesting and analyzing other informatioddata that Staff andlor the 
Commission deems necessary for a particular case. 

. .. ,,. 
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Attachm nt c 
Proposed Policy For Water System Tiered Rate Design 

Pricinglrate design is the Commission's primary means of encouraging conservation. 
The Commission can do this by implementing inverted block rates, i.e., tiered rates. 
Tiered rates may not be appropriate in all circumstances. Staff will consider the 
appropriateness of an inverted three-tiered commodity rate structure for all water 
company rate cases, and if appropriate, will recommend such a tiered rate structure to 
encourage conservation. The tiers should be designed in a manner that customers who 
conserve will recognize cost savings, while high water users will pay a greater portion 
of the costs that increased usage places on the water system. Criteria for evaluating the 
appropriateness and/or type of tiered rate structure on a case-by-case basis shall 
include, but not be limited to, the following: 

1. Number of service connections on the system. 
2. Number of high usage customers on the system. 
3. Gallons of average water usage per connection per month. 
4. Gallons of median water usage per connection per month. 0 5. Source of supply. 
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Attachment D 
Proposed Policy for Central Arizona Project (CAP) Cost Recovery 

The consensus of the CAP Working Group is that the Arizona Corporation 
Commission (Commission) should encourage water companies to retain their Central 
Arizona Project (CAP) water allocation. The purpose is to allow water companies to 
accomplish long term planning of their water resource needs for the benefit of their 
customers. The consensus of the group was that the Commission should accomplish 
this encouragement as follows: 

1. A water company would be allowed to recover CAP costs if it could demonstrate 
that it needed the CAP allocation to properly serve its customers. 

2. The water company must demonstrate that the need would occur by the year 
2025. 

3. The water company must demonstrate that it will actually be using a reasonable 
amount of its CAP allocation by 2025. 

4. The water company must demonstrate that it will be using all of its CAP 
allocation by 2034. 

5. "Use" will be those methods of using CAP water that are defined as "use" by the 
Arizona Department of Water Resources. 

6. In order to obtain cost recovery, a water company must file a rate case and 
provide evidence demonstrating items 1 though 4 above. 

7. At the t h e  that cost recovery is approved for a water company, cost recovery 
will depend on how much of company's CAP allocation is actually being used - 

a. If none of the CAP allocation is actually being used, the company will be 
allowed to recover dollar for dollar its appropriate CAP expenses, without 
earning a rate of return. The cost recovery will be split between a charge 
in the commodity portion of the rate and a CAP Hook-up Fee. The charge 
in the commodity will be that amount needed to pay the M&I portion of 
the expense for that amount of CAP water equal to the amount of 
groundwater actually being used by the current customers. The CAP 
Hook-up Fee will be calculated as that portion needed to pay the 
remainder of the M&I charges. This is similar to the method used in the 
Vail Water Company rate case (Decision No. 62450). If the CAP Hook-up 
Fee is determined by the Commission to have to be excessive in order to 
recover all the CAP costs, the remainder should be deferred and collected 
later as the company grows and adds additional customers and/or the rate 
of growth increases to allow the collection of additional CAP Hook-up 
FeeS. 

b. If only a portion of the CAP allotment is being used, cost recovery will be 
split. For that portion of the CAP allotment not being used, cost recovery 
will be allowed as explained above (#7a). For that portion of the CAP 
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allotment actually being used, cost recovery will be as with any other used 
and useful item in a rate case, i.e., the plant needed will be included in rate 
base and earn a rate of retum, while the M&I and OM&R expenses for 
that portion of the CAP aIlotment will be recovered as any other expense. 

c. When all the CAP allotment is being used, cost recovery will be as 
described in the second half above (#7b), i.e., just like any other plant and 
expense item that is used and useful. 

d. For those water companies that have not obtained a specific accounting 
order tkom the Commission that details how CAP costs incurred up to this 
time would be treated and meet items 1 through 4 above, the actual 
amount of direct costs incurred &e., no rate of retum or cost of money) 
should be recovered in rates by some method determined in a rate case, as 
long as such an allowance is not somehow improper (e.g., retroactive rate 
making, contrary to some mandatory accountingrate making principle, 
etc.). 

8. Within 5 years of obtaining approval for cost recovery of the CAP costs, the 
water company must submit a detailed engineering plan outlining how the water 
will be put to use. 

9. If a water company that has obtained cost recovery fiom the Commission is not 
using its total CAP allotment by 2034, that portion not being used shall be sold. 
If a water company has recovered from ratepayers the cost for retaining that 
portion of the CAP allocation it sells, all net proceeds shall be refbnded to 
ratepayers in a manner to be determined by the Commission at that time. 
Similarly, if a water company sells all or any portion of its CAP allocation after 
recovering fiom ratepayers the cost to retain the portion it sells, all net proceeds 
shall be refunded to ratepayers. 

e 
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1. 

Q. 

A. 

Q. 

A. 

Q. 
_-  

A. 

II. 

ARIZONA WATER COMPANY 

Rejoinder Testimony of 

William M. Garfield 

INTRODUCTION AND PURPOSE OF TESTIMONY 

WHAT ARE YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is William M. Garfield. I am employed by Arizona Water Company (the 

“Company”) as President. 

ARE YOU THE SAME WILLIAM M. GARFIELD THAT PREVIOUSLY 

SUBMITTED DIRECT TESTIMONY AND REBUTTAL TESTIMONY IN THIS 

MATTER? 

Yes, I am. 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rejoinder testimony is to respond to certain surrebuttal 

testimony submitted by the Arizona Corporation Commission’s Utilities Division 

Staff (“Staff), the Residential Utility Consumer Office (“RUCO”), and the City of 

Casa Grande (“City”) in this rate proceeding. Specifically, I will present the 

Company’s rejoinder position with respect to cost recovery of Central Arizona 

Project (“CAP”) M&l capital charges and ratemaking treatment of legal costs 

related to the Company’s defense of the City’s unsuccessful attempt to condemn 

a portion of the Company’s Casa Grande system, and the Company’s attempt to 

protect its exclusive water service rights under its Casa Grande Certificate of 

Convenience and Necessity (TC&N”). 

RESPONSE TO STAFF’S SURREBUTTAL TESTIMONY 

A. Recovery of Lena1 Expenses 

2 I WATECASEUCO4-WESTERN GROUPWEJOINDER TESTIMONYIGARFIELD!DRAFT 2-WOSoS DOC 
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Q. 

A. 

3. 

9. 

DO YOU AGREE WITH MR. LUDDERS’ SURREBUTTAL TESTIMONY 

CONCERNING THE LACK OF BENEFITS TO THE COMPANY’S CASA 

GRANDE RATEPAYERS RESULTING FROM THE COMPANY’S LEGAL 

ACTIONS CONCERNING THE CITY? 

No, I do not. First, no party to this proceeding has questioned the Company’s 

actions in either the defense of the City’s unlawful condemnation attempt or in 

challenging what the Company believed was an unlawful invasion of the 

Company’s CC&N by the City in providing water service to certain of the 

Company’s non-potable water customers. In both cases, the fees and expenses 

incurred by the Company were legitimate business expenses, and were 

necessary to protect the Company’s rights under its CC&N. Frankly, I find the 

notion that a utility’s costs to defend itself in a lawsuit are not an appropriate 

expense to be incredible. I also disagree with the argument that to be recovered 

in rates, an expense must “benefit” ratepayers. A number of expenses do not 

benefit ratepayers, such as depreciation and various taxes utilities are required 

by law to pay. Nevertheless, these expenses are regarded as an appropriate 

cost of service and are recovered in rates because they are reasonably related to 

the operation of the business. In this case, there is no dispute about the amount 

or the reasonableness of the Company’s expenditures, and they should be 

treated as a cost of doing business. 

ASSUMING FOR THE SAKE OF ARGUMENT THAT IT IS NECESSARY TO 

SHOW THAT RATEPAYERS RECEIVED A “BENEFIT,” DO YOU BELIEVE 

THAT CASA GRANDE RATEPAYERS BENEFITED FROM THE COMPANY’S 

DEFENSE OF THE CONDEMNATION ACTION? 

Yes. There are six major points of focus on this issue: First, the City was 

attempting to condemn and take over a portion, but not all, of the Company’s 

Casa Grande CC&N and water system. Second, the condemnation, if 

successful, would have created several severed areas of the Company’s water 

~ - _  ~ -- _______ 
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a. 

\. 

system, resulting in diminished sources of supply, water storage, pressures and 

pumping capacities, decreases in overall operating efficiencies, and increases in 

operating costs and water rates. Third, the City was attempting to condemn all 

8,884 acre feet of the Company’s Casa Grande CAP Colorado River Water 

allocation, under the Company’s long-term allocation and supply contracts 

approved by the Arizona Department of Water Resources and the Bureau of 

Reclamation for the Company’s existing and future Casa Grande customers. 

Fourth, the Company’s Casa Grande customers would have been forced 

to become involuntary water customers of the City’s start-up water system, and 

would have faced substantial increases in water rates as a result of the City 

having to pay the full fair market value of the Company’s condemned facilities 

and CAP water supplies. At the same time, their customers would likely have 

experienced a reduction in the level of water service that they had come to 

expect from the Company, such as less reliable sources of supply, diminished 

water storage, distribution system capacity, water pressure, and potential 

impacts on water quality. Fifth, the City’s voters (the Company’s customers) had 

already rejected the City’s previous attempt to enter the water utility business and 

to fund such a takeover of the Company’s water system and the acquisition of 

the Company’s public utility plant and CC&N rights. The City’s condemnation 

action was contrary to its voters’ wishes. Finally, the customers within the area 

the City sought to take over would lose the regulatory protection of the 

Commission. 

CAN YOU PROVIDE AN EXAMPLE OF THE KIND OF THE ADVERSE 

IMPACT THAT YOU DESCRIBE FOR THOSE CUSTOMERS WHO RECEIVE 

WATER SERVICE FROM A CONDEMNING ENTITY? 

Yes, although condemnations of water utilities by cities entering the water utility 

business for the first time are rare. An example of a recent condemnation 

attempt is playing out now concerning Cave Creek Water Company. Global 

____ -__ 
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Water Resources (“Global”) recently purchased Cave Creek Water Company 

through a stock purchase for approximately $6 million, well above book value, 

The stock purchase followed an attempt by the Town of Cave Creek to negotiate 

a purchase of the water company. Negotiations broke off, however, and Global 

stepped in to purchase the water company. 

The Town of Cave Creek recently held an election to decide if voters 

would approve the purchase of Cave Creek Water Company. With a minimum 

purchase price now set above $6 million, it is clear that the purchase price 

through condemnation by the Town of Cave Creek will significantly exceed the 

historical cost rate base set by the Commission for Cave Creek Water Company. 

The result will be increased water rates and/or increased property taxes to pay 

for general obligation bonds issued to fund the acquisition. If the Town of Cave 

Creek goes ahead with the condemnation, Cave Creek residents will see 

increased water utility costs. In addition, if the courts approve the Town of Cave 

Creek’s request to take immediate possession, the previous customers of Cave 

Creek Water Company will receive service from an inexperienced water provider, 

as the new water provider tries to learn how to operate a water system. 

- ~- ~ ~~ __ 

The Cave Creek Water Company case is much less complicated than the 

City’s attempt to condemn part of the Casa Grande water system. The Town of 

Cave Creek seeks a full condemnation of the water companyk water system and 

CC&N without the significant severance damage that would have occurred with 

the City’s failed unlawful attempt to condemn only a portion of the Company’s 

Casa Grande system. 

ARE THERE OTHER EXAMPLES OF WATER UTILITY CONDEMNATIONS BY 

MUNICIPALITIES THAT ILLUSTRATE THE POTENTIAL IMPACTS TO 

RATEPAYERS? 

Yes. The City of Surprise attempted to condemn a water system in the mid- 

1980’s that followed precisely the path I just described. In that case, the jury set 
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the fair market value far above what the City of Surprise expected to pay when it 

took immediate possession of the water system. As a result the City of Surprise 

returned the water system to the water utility, and had to bear all of the water 

utility’s litigation expenses. 

IS STAFF’S POSITION WITH RESPECT TO RECOVERY OF THE 

COMPANY’S LEGAL EXPENSES ASSOCIATED WITH THE CITY’S 

PROVISION OF RECLAIMED WATER SERVICE TO SOME OF THE 

COMPANY’S CUSTOMERS SIMILAR TO ITS POSITION ON THE 

CON DEM NATlO N MATTER? 

Yes. Staff fails to see the compelling necessity for the Company’s defense of its 

exclusive right to provide water service within its CC&N. That compelling 

necessity arises because if another entity takes over water service to some 

customers within the Company’s CC&N, it will ultimately cause rates to increase 

~ 
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to the remaining ratepayers. This is especially true in this case because the City 

required one of the Company’s major customers, the Reliant Energy Desert 

Basin power plant (now owned by Salt River Project), to purchase effluent from 

-~ ~~~ 

the City instead of non-potable CAP water purchased from the Company. The 

City’s provision of water service to Reliant Energy and similar customers 

receiving non-potable CAP from the Company, shifts recovery of CAP M&l 

capital charges to the Company’s other ratepayers. When non-potable CAP 

users receive water service from the Company, CAP M&l capital charges, and 

potential deferrals of such charges, are reduced, providing cost savings to the 

Company’s existing and future ratepayers. 

B. 

DO YOU AGREE WITH STAFF’S SURREBUTTAL POSITION ON THE 

RECOVERY OF CAP M&l CAPITAL CHARGES? 

Recoverv of CAP M&l Capital Charges 

No. Staff argues that the Company’s Casa Grande, Coolidge and White Tank 

CAP allocations have not been beneficial to the Company’s ratepayers, and 
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Q. 
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4. 

111. 

3. 

therefore, those costs should not be included in rates. Staffs conclusions are 

wrong about the usefulness and benefits of the Company’s CAP allocations to 

the existing ratepayers. Of course, the Commission could authorize the 

Company to recover CAP costs through a combination of hook-up fees and/or 

recovery through water rates. While the Company believes that recovery of the 

majority of CAP capital charges from current customers is warranted, it 

recognizes that hook-up fees, if set at proper levels, could generate sufficient 

revenues to amortize the payment of deferred CAP M&l capital charges over a 

reasonable period of time. However, hook-up fees are based on forecasted 

customer growth, and slower customer growth will mean longer recovery periods 

and further accumulation of deferred CAP M&l capital charges. For additional 

testimony on this issue, please refer to the rejoinder testimony of Sheryl Hubbard 

and Ralph J. Kennedy. 

IS THE COMPANY WILLING TO PROVIDE THE STAFF AND THE 

COMMISSION WITH A CONCEPTUAL CAP WATER USE PLAN? 

Yes. The Company is willing to provide Staff and the Commission with such a 

conceptual plan. The Company will file a company-wide rate application in 2007 

using calendar year 2006 as a test year. It is appropriate to begin collecting 

revenues now, in order to begin reducing the existing CAP M&l capital charge 

deferral, with a conceptual plan submitted by the Company to Staff prior to filing 

the Company’s next rate case in 2007. The Staff can build in certain 

benchmarks and points of compliance into this next rate proceeding to assure 

that CAP water will be put to beneficial use within a reasonable period of time 

and with fuller knowledge of the costs of purchasing and treating CAP water. 

RESPONSE TO RUCO’S SURREBUTTAL TESTIMONY 

A. Recovery of Legal Expenses 

DO YOU AGREE WITH RUCO’S RECOMMENDATIONS CONCERNING THE 

RECOVERY OF LEGAL EXPENSES ASSOCIATED WITH THE CITY’S 

7 I:vlATECASEWOM-WESTERN GROUPWEJOINDER TESTIMONY\OARFIELWT 2_060805.DOC 
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Q. 

A. 

UNSUCCESSFUL AND UNLAWFUL CONDEMNATION AND THE CITY’S 

PROVISION OF WATER SERVICE WITHIN THE COMPANY’S CASA 

GRANDE CC&N? 

No, I do not agree with RUCO’s recommendation for the same reasons that I 

have provided in response to Mr. Ludders’ surrebuttal testimony on this issue. 

These legal costs were legitimate costs of doing business prudently incurred by 

the Company in defending its rights. Irrespective of the Company’s success, 

these necessary legal defenses were diligently pursued by the Company for the 

benefit of the Company’s ratepayers for the reasons stated above. Having been 

legitimately and prudently incurred, those costs must not be disregarded for 

ratemaking purposes. Sheryl Hubbard and Ralph J. Kennedy will provide 

additional testimony on the issue of the appropriate accounting treatment of the 

Company’s expenditures. 

9. 

DO YOU AGREE WITH RUCO’S CONTENTION THAT THE COMPANY 

MISPRESENTED COMMISSION DECISION NO. 62993 CONCERNING COST 

RECOVERY OF CAP M&l CAPITAL CHARGES? 

No, I do not. I have reviewed this Commission Decision many times and in great 

detail, and it is clear that the Commission approved of Staffs 

recommendations in the Decision as listed under the findings of facts. While the 

recommendations on the recovery of CAP costs contained within this Decision 

discussed the need to review on a case by case basis the appropriate method of 

recovering the cost of CAP water, whether through water rates for existing 

customers or through hook-up fees from new customers, cost recovery was to 

commence even if CAP water was not vet fullv being used. The Company did 

not misstate or misrepresent the Commission approved recommendations 

contained in this Decision or in Staffs Policy. 

Recovery of CAP M&l Capital Charges 
__ ~~~ ___~_ ~~ 
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A. 

Q. 

IS RUCO'S POSITION THAT CAP WATER BE USED AND USEFUL PRIOR 

TO RECOVERING CAP M&l CAPITAL CHARGES APPROPRIATE? 

No. CAP water is part of the Company's long-term water supply needed to serve 

the Casa Grande, Coolidge and White Tank customers. By definition, long-term 

water supplies are not meant to be fully used all at once. Their purpose is to help 

meet water supply needs currently and for the long term. Prudent and 

responsible water suppliers like the Company, such as the City of Mesa and the 

City of Phoenix, have entered into long-term CAP water allocation contracts, are 

well positioned to meet long-term water supply needs and they routinely recover 

CAP costs through water rates. Commission-regulated water utilities should not 

be penalized for acting to similarly secure, and fund, such long-term water 

supplies, and must be allowed to recover the costs associated with doing so. 

IS RUCO CORRECT THAT THE COMPANY HAS RECOVERED ALL 

DEFERRED CAP M&l CAPITAL CHARGES FROM ITS NON-POTABLE CAP 

CUSTOMERS THROUGH WATER SERVICE UNDER NON-POTABLE CAP 

TARIFF NO. NP-260? 

- - __ ~~ 

No, RUCO is incorrect. The Company recovered a portion of the deferred CAP 

M&l capital charges from one of its Casa Grande non-potable water CAP 

customers that has reserved a specific level of CAP supplies, but Tariff No. NP- 

260 is not retroactive in recovering deferred CAP M&l capital charges from non- 

potable CAP water customers that have not reserved a level of CAP supplies 

equal to their current use. Two of the Company's non-potable CAP water 

customers have reserved only one acre-foot of CAP supplies. These customers 

have paid ongoing CAP M&l capital charges, but have not repaid any significant 

amount of deferred CAP M&l capital charges. In addition, to the extent that 

Reliant Energy uses less non-potable CAP water due to its forced purchase of 

effluent from the City, the Company will recover less ongoing CAP M&l capital 

charges as a result, as I have previously explained. 
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Q. 

A. 
~ 

Q. 

4. 

In short, RUCO’s statement is incorrect concerning the status of the 

Company’s recovery of deferred CAP M&l capital charges. In addition, to the 

extent that non-potable water customers have purchased CAP water, they have 

reduced the deferred CAP M&l capital charges from levels that would have been 

much higher. The Company only seeks the balance of deferred CAP M&l capital 

charges that it has not already recovered. The Company is not asking for the 

same deferred charges twice as RUCO wrongly states. 

RESPONSE TO THE CITY’S SURREBUTTAL TESTIMONY. 

A. 

DO YOU AGREE WITH THE CITY’S WITNESS, MR. HARVEY, THAT CAP 

WATER HAS NOT BEEN USED BY THE COMPANY’S CURRENT 

CUSTOMERS AND, THEREFORE, THAT CURRENT CUSTOMERS SHOULD 

NOT HAVE TO PAY FOR CAP WATER? 

No, I disagree with Mr. Harvey. Current customers have benefited from the 

Company’s CAP allocations for Casa Grande, as I previously testified. 

Therefore, customers should pay some part of the deferred and ongoing CAP 

M&l capital charges. If there is another cost recovery method selected that will 

collect sufficient revenues to pay the deferred balance of the CAP M&l capital 

charges in a reasonable period of time, such as hook-up fees from new 

customers, the Company would support such an approach. 

DO YOU AGREE WITH MR. HARVEY THAT A WATER RESOURCE PLAN 

MUST BE SUBMITTED BEFORE THE COMMISSION SHOULD AUTHORIZE 

COST RECOVERY AND THAT SUCH WATER RESOURCE PLAN SHOULD 

BE COORDINATED THROUGH THE CITY? 

No, I do not agree. While the Company believes that a conceptual CAP water 

use plan could be submitted to Staff prior to the Company filing its company-wide 

rate case in 2007, requiring the filing of a water resource plan in this proceeding 

is not warranted. Also, while the Company intends to discuss its CAP water use 

Recovery of CAP M&l Capital Charcies 

- 
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plan with the City, it will be a regional plan and it is the Commission, not the City, 

that has the authority to address the accounting and ratemaking effects of the 

Company’s use of CAP water. The Company’s water utility operations are 

already regulated by a number of different agencies, including the Commission, 

the Arizona Department of Environmental Quality and the Arizona Department of 

Water Resources. There are various laws and regulations that are administered 

by those agencies, establishing standards and approval processes to which the 

Company must comply. The City, in contrast, has no authority to impose 

standards or requirements on water utilities, and has no particular experience or 

particular expertise in dealing with engineering and operational issues faced by 

the Company. Allowing the City to regulate the Company’s operations would 

create serious jurisdictional issues and may well lead to arbitrary decisions, given 

the City’s lack of any clear standards or legal authority. 

In addition to Mr. Harvey’s comments on CAP, I also disagree with his 

statements about the cost of arsenic treatment and the necessity to link arsenic 

treatment to the use of CAP water through the construction of a CAP water 

treatment plant. Mr. Harvey fails to recognize that even if sufficient time 

remained to design and construct a CAP water treatment plant prior to the date 

-~ ___ - _  __ 

that the new arsenic drinking water standard becomes effective in January 2006, 

the same conclusion would be reached - a CAP water treatment plant cannot 

offset the current need for arsenic treatment. 

DO YOU AGREE WITH MR. HARVEY THAT THE COMPANY WAS ONLY 

PROTECTING ITS BUSINESS INTERESTS IN THE CONDEMNATION AND 

RECLAIMED WATER SERVICE MATTERS AND THAT SUCH LEGAL 

DEFENSES ONLY BENEFITED SHAREHOLDERS? 

No, for the same reasons I stated in response to Staff and RUCO. Also, this & 

the proper forum for addressing the rate implications of such legitimate business 

costs, contrary to Mr. Harvey’s statements. The Company took the steps 

11 
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the costs of that defense are reasonable, prudent, and were legitimate costs of 

doing business. Recovery of these costs should be allowed. 

Q. DO YOU AGREE WITH MR. HARVEY THAT THE COMPANY’S WATER 

RESOURCE PLAN MUST BE PRESENTED IN AN OPEN FORUM FOR 

OTHERS TO SCRUTINIZE AND APPROVE? 

The Company is willing to have open discussions with the City concerning the 

use of CAP water and the development of its regional plan. However, approvals 

must be limited to those governmental entities having specific and lawful 

jurisdiction, as I previously explained. 

DO YOU AGREE WITH MR. HARVEY THAT THERE IS NO PROOF THAT CAP 

WATER IS ACTUALLY NEEDED IN CASA GRANDE? 

No. Mr. Harvey’s statement is disingenuous at best, as the City clearly saw the 

need for the Company’s CAP water allocation when it attempted to condemn all 

of this water supply in 1999 and use it as its own. If CAP water were 

unnecessary to ensure a reliable long-term supply, then the City would not have 

attempted to condemn the Company’s allocation. 

A. 

Q. 

A. 

__ ______ _ _  ~ ~~~ _ _  

Q. DO YOU AGREE WITH MR. HARVEY THAT THE COMPANY HAS DONE 

NOTHING TO HELP REDUCE ARSENIC TREATMENT COSTS AND THAT IT 

HAS NO INCENTIVE TO PURSUE SUCH COST REDUCTION? 

No. I disagree with Mr. Harvey. The Company has an interest and an incentive 

to reduce the costs of arsenic treatment. First, the Company has many projects 

that it must fund to maintain and improve service to its customers. The Company 

is conscious of the impacts of its investments in utility plant on its rate base and 

on its customers. All arsenic treatment costs will be reviewed for reasonableness 

by the Commission. The Company operates its water systems in a prudent, 

frugal, and cost-conscious manner. Contrary to Mr. Harvey’s unfounded 

portrayal, the Company seeks out the best deals and its customers will all benefit 
12 
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from such efforts. The City is certainly aware of the Company’s efforts to secure 

funding and reduce costs, even if Mr. Harvey is not. The City intervened in the 

Company’s two previous rate cases for the express purpose of investigating the 

Company’s arsenic treatment program. 

DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY? 

Yes, it does. My silence on any issued raised or recommendation made by Staff, 

RUCO or the City in the surrebuttal testimony should not be taken as the 

Company’s acceptance of such issue or recommendation. 
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ARIZONA WATER COMPANY 

Direct Testimony of 

Richard W. Henderson 

Introduction and Qualifications 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is Richard W. Henderson. I am employed by Arizona Water Company 

(the "Company") as Vice President of Operations. 

PLEASE DESCRIBE YOUR WORK EXPERIENCE, EDUCATIONAL 

BACKGROUND AND PROFESSIONAL AFFILIATIONS. 

Since my initial employment with the Company in May 1990, I have held the 

positions of Regulatory Compliance Coordinator, Operations Administrator and 

Operations Manager. I am currently Vice President of Operations, a position I have 

held since September 2003. 

I completed my undergraduate work at Arizona State University and 

received a Bachelor of Science degree in General Business Administration. 

I am also a member of the American Water Works Association and the 

Arizona Water and Pollution Control Association. 

Purpose and Extent Of Testimony 

WHAT IS THE PURPOSE AND EXTENT OF YOUR TESTIMONY? 

The purpose of my testimony is to support the Company's application for rate relief 

by providing testimony on tank maintenance accrual accounts, operating and 

maintenance costs for chlorination, and water sampling. 
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WG MCM I 14 35 912104 



~" 

1 

I 2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

' 13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

, 27 

28 

~ 

1 -  

111. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Description Of Company's Tank Maintenance Program 

WOULD YOU PLEASE EXPLAIN THE COMPANY'S TANK MAINTENANCE 

PROGRAM? 

Under the Company's tank maintenance program, water storage tanks are 

inspected and cleaned on a routine basis. Interiors are recoated every 14 years 

and the exteriors are painted every 7 years. Without this program, water storage 

tanks would deteriorate more rapidly, shortening the useful life of each tank. 

WHY ARE THERE 14-YEAR AND 7-YEAR COATING INTERVALS? 

Typically, we find that the interior coatings show deterioration after 14 years and it 

has been the Company's experience that postponing interior recoating beyond 14 

years results in premature metal damage. Similarly, after 7 years, exterior 

surfaces show signs of chalking and cracking due to ultraviolet rays. Repainting is 

required to maintain metal protection and a suitable exterior appearance and 

prevent surface corrosion. 

HAS THE COST OF MAINTAINING WATER STORAGE TANKS CHANGED 

SINCE THE COMPANY'S LAST RATE CASE FOR THE WESTERN GROUP? 

Yes. Inspection costs, the cost of the coating and labor costs have all increased in 

the 13 years since the Company's rate case in 1990. The composition of the 

coatings that must be used today (reduced solvents) make the coatings more 

difficult to apply, resulting in increased labor and equipment costs. 

Specifically, since 1990, the cost of coating interior surfaces of the 

Company's water storage tanks has increased from $1.25 per square foot to as 

much as $3.06 per square foot. The cost of coating the exterior surfaces has 

increased from $1.25 per square foot to as much as $2.44 per square foot. The 
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4. 

Company has added one additional water storage tank in the Western GrouF 

since 1990, adding approximately 27,574 square feet of painted surfaces tha, 

must be properly maintained. 

Disinfection Of The Company's Water Distribution System 

WOULD YOU PLEASE EXPLAIN WHY THE COMPANY USES CHLORINATION 

FOR DISINFECTION? 

State and federal safe drinking water standards require public water distribution 

systems to maintain constant disinfection of the water supply. To meet these 

requirements, the Company disinfects its water supply with chlorine and maintains 

a free chlorine residual throughout the water distribution system. Public health 

officials and water treatment experts in the water utility industry recognize thai 

chlorination is the best available and most cost-effective method of disinfection. 

The Company's customers are protected from waterborne disease outbreaks 

when a free chlorine residual is maintained in the water distribution system. 

HAVE THE COSTS OF CHLORINATION ALSO INCREASED SINCE THE LAST 

RATE CASE INVOLVING THESE SYSTEMS? 

Yes. At the time of the 1990 rate case, the Company was using chlorine gas for 

disinfection primarily because of its cost advantage. However, in the intervening 

years, awareness grew concerning the inherent dangers of using and storing gas 

chlorine. Concern for employee and public safety led to more stringent 

regulations. For this reason the Company and many other water providers phased 

out the use of chlorine gas in the mid 1990s and switched to tablet chlorination. 

Costs have also increased as the Company broadened the use of chlorination to 

include more sites to ensure more reliable and consistent disinfection throughout 

RATECASE\2004\TESTIMONWiENDERSOMFI"L~O83104.DOC 4 
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Q. 

A. 

V. 

Q. 

A. 

Q. 

4. 

its water distribution systems. As additional sources of supply are added to each 

system, chlorination units are installed and chlorine disinfection costs increase. 

WHAT HAS THE COMPANY DONE TO CONTROL CHLORINATION COSTS? 

The Company has achieved savings in chlorination costs in the Western Group by 

recently switching from tablet chlorination to liquid chlorination. As a result of 

switching to the less expensive liquid chlorine, the Company has been able to 

reduce the cost of chemicals and has therefore included a pro forma reduction in 

operating expenses for the Western Group. 

Description Of The Company's Water Qualitv Sampling 

WHAT CHANGES IN WATER QUALITY SAMPLING HAVE RESULTED IN 

INCREASED OPERATING COSTS FOR THE COMPANY'S WATER SYSTEMS 

SINCE ITS LAST GENERAL RATE PROCEEDING? 

ADEQ's adoption of the Safe Drinking Water Act in Arizona's Safe Drinking Water 

Rules resulted in significantly increased numbers and types of constituents that 

must be monitored. Additional testing will also be required in those systems with 

arsenic levels currently above 10 parts per billion to assure compliance with the 

new arsenic MCL when it takes effect in early 2006. As a result of these more 

stringent regulatory requirements, monitoring costs overall have increased 

significantly and will continue to increase. 

ARE YOU FAMILIAR WITH ADEQ'S MONITORING ASSISTANCE PROGRAM? 

Yes, I am. ADEQ created the Monitoring Assistance Program (MAP) in 1998 to 

perform water quality monitoring and reporting for most water systems. The MAP 

monitors for the majority of constituents, but system operators must monitor 

additional constituents that are not covered by the MAP. Participation in the MAP 

):\RATECASE\2004\TESTlMON~HENOERSOMFlNAL~O83104.DOC 5 
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is mandatory for systems serving a population of 10,000 or less; and voluntary for 

systems serving a population over 10,000. ADEQ assesses the Company for 

annual charges on a per meter basis for all Western Group water systems in the 

MAP. 

Because the Company is able to monitor its systems at a lower cost than 

ADEQ, the Company has chosen not to participate in the MAP for water systems 

serving a population over 10,000, such as Casa Grande. All other systems in the 

Western Group, except Ajo Heights, participate in the MAP. As a consecutive 

public water system, defined in the ADEQ Safe Drinking Water rules (R18-4-101) 

as a public water system that obtains all of its water from another public water 

system that is regulated by the department, Ajo Heights is not required to 

participate in the MAP. The Company's water sampling costs are greater through 

participation in the MAP than they were prior to mandatory participation in the 

MAP. 

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS MATTER? 

Yes. 

573592.1/12001.189 
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II. 

Q. 

4. 

ARIZONA WATER COMPANY 

Direct Testimony of 

MICHAEL J. WHITEHEAD 

Introduction and Qualifications 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is Michael J. Whitehead. I am employed by Arizona Water Company 

(the ‘Company”) as Vice President - Engineering. 

PLEASE DESCRIBE YOUR WORK EXPERIENCE AND EDUCATIONAL 

BACKGROUND. 

I was employed by Arizona Water Company in September 1980 as an Engineer. 

I was promoted to Senior Engineer in 1985, Engineering Manager in 1989, and in 

1996 to Vice President - Engineering. 

I completed my college degree at Arizona State University and received a 

B.S.M.E. I became a Certified Professional Engineer in 1985. I am currently a 

member of the American Water Works Association. 

Purpose and Extent of Testimony 

WHAT IS THE PURPOSE AND EXTENT OF YOUR TESTIMONY? 

My testimony discusses the Company’s planning and budgeting process for the 

construction of plant additions and improvements, and summarizes those 

improvements for the 1990-2003 period. In addition, my testimony discusses the 

Company’s tentative schedule for construction of arsenic treatment facilities in 

the Western Group. 
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111. 

Q. 

A. 

2. 

I. 

Description of Company-Funded Construction Budqetinq Procedures 

WHAT PROCEDURE DOES THE COMPANY UTILIZE TO IDENTIFY A 

COMPANY-FUNDED CONSTRUCTION PROJECT? 

Each year the Company prepares a construction budget for each of its 18 water 

systems for the upcoming year. The budgeting process starts with the division 

manager who prepares a proposed construction budget for the water systems he 

manages. In the proposed construction budget, the manager emphasizes 

improving or maintaining the infrastructure needed to serve existing customers 

based on experience and personal knowledge of the water system. For 

example, a manager may request construction of a storage tank, replacement or 

expansion of a booster pump station, a new well, the replacement of a water 

main or the installation of a new transmission line, as needed to ensure safe and 

reliable service. 

Five days are set aside each year when the division managers and the 

Company's Engineering and Operations Departments and senior management 

meet to review and discuss each proposed construction project. Upon completion 

of this process, a final construction budget is prepared and presented to the 

Company's Board of Directors for review and approval. 

WHO DETERMINES HOW MUCH MONEY WILL BE SPENT ON COMPANY- 

FUNDEDPROJECTS? 

The Company's Board of Directors establishes the dollar amount of the annual 

construction budget. This amount usually increases annually to offset the 

increasing costs of construction. 

3 
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9. 

HOW IS THE COMPANY'S CONSTRUCTION BUDGET IMPLEMENTED? 

Once the Board of Directors approves the Company's construction budget, the 

division managers solicit competitive bids from independent contractors for all 

pipeline projects. Pipeline projects are generally awarded to contractors 

submitting the lowest bids. Booster pump stations, tanks, and new wells are bid 

by the Company's Engineering Department. These projects are also generally 

awarded to the lowest bidding contractors. All Company-funded projects are 

inspected by Company inspectors during the course of construction to ensure 

compliance with Company plans and specifications and governmental 

regulations. 

Description of Company-Funded Plant Additions For The Western Group 

and Proposed Inclusions In and Adjustment To Rate Base 

MR. WHITEHEAD, WOULD YOU PLEASE SUMMARIZE THE COMPANY- 

FUNDED PLANT ADDITIONS FOR THE WESTERN GROUP FROM 1990 TO 

TEST YEAR 2003? 

Yes. From 1990 through 2003, the test year for this rate application, the 

Company funded annual construction projects for each of the Western Group 

systems (Casa Grande, Stanfield, White Tank, Ajo, and Coolidge) in order to 

maintain infrastructure, resolve operational problems, comply with regulatory 

requirements, and maintain or improve water service to its customers. 

As shown in the following table, the dollar amount of the plant additions to 

the five water systems in the Western Group has generally increased at a 

uniform rate, with the exception of those years when high-cost projects such as 

new wells or reservoirs were necessary. 
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1990 

1991 

2. 

4. 

1,076,315 152,242 67,062 18,882 76,293 

875,433 7,277 75,885 26,367 76,063 

ARIZONA WATER COMPANY 
WESTERN GROUP 

PLANT ADDITIONS 1990-2003 

1992 

1993 

~ ~ ~~ 

Casa White I I Grande 1 Stanfield 1 Tank I Ajo 1 Coolidge 1 
496,763 8,528 96,611 35,185 44,706 

689.932 3.291 58.851 12.501 132.658 

1995 

1996 

1,669,922 10,865 16,984 91,850 187,850 

1,109,962 38,117 72,262 51,681 323,752 

I 1994 I 1,079,792 I 1,533 I 148,418 I 76,564 I 178,752 I 

1997 

1998 

1,672,181 2,662 49,783 60,179 176,822 

784,321 831 86,584 29,946 89,793 

1999 

2000 

1,785,516 4,455 123,783 87,319 197,078 

1.702.976 36.726 125.421 119.106 300.157 

I 2001 I 1,895,342 I 1,692 I 91,698 I 106,869 I 145,846 I 
2002 

Test Year 
2003 

1,953,859 78,551 1,070,347 62,773 229,842 

2,259,687 94 1 62,261 11,567 225,290 

PLEASE CONTINUE. 

Over the last 13 years, the number of customers in the Casa Grande system has 

nearly doubled. In response to the increasing water demands brought about by 

the increase in customers, the Company drilled three wells. One well was 

completed in 1997 and the other two were completed in 1999. The Company 

installed approximately 33.5 miles of 6-inch through 16-inch pipe over the last 13 

years. These pipeline projects include replacement of old mains, undersized 

mains, mains that needed to be relocated as part of right-of-way improvement 

projects and tie-in mains to improve flow and pressure. 

In the White Tank system, a new 1,000,000 gallon reservoir was 

constructed in 2002, a new well was drilled in 2001, and approximately 4.5 miles 

of 6-inch through 12-inch pipe were installed over the last 13 years. These 

5 
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pipeline projects include replacement of old mains, undersized mains, mains that 

needed to be relocated as part of right-of-way improvement projects and tie-in 

mains to improve flow and pressure. White Tank customer count has grown at a 

rate of 6.04% over the last 13 years. 

The customer count in the Coolidge system has increased at a relatively 

slow rate over the last 13 years. Consequently, there has not been any need to 

construct additional storage tanks or drill new wells. The Company has installed 

approximately 10.5 miles of 6-inch through 12-inch pipe in Coolidge over the last 

13 years. The pipeline project includes replacement of old mains, undersized 

mains, mains that needed to be relocated as part of right-of-way improvement 

projects and tie-in mains to improve flow and pressure. 

Before 1991 , the Stanfield system was served from only one well. The 

Company drilled an additional well in Stanfield in 1991. Consequently, the 

Stanfield system can now meet its customers’ water service needs in the event of 

a failure of one of its wells. Fire protection capacity has also increased because 

the Company added this well. 

Growth in the Ajo system has been static over the last 13 years. Because 

the Company purchases its water from Ajo Improvement Company there is no 

need for new wells or well replacement. Existing storage is adequate for the 

existing customers and should be adequate for the next several years. The 

Company has, however, installed approximately 2 miles of 6-inch through 8-inch 

pipe over the last 13 years for replacement of old mains, undersized mains, 

mains that needed to be relocated as part of right-of-way improvement projects 

and tie-in mains to improve flow and pressure. 
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ARE THESE COMPANY-FUNDED CONSTRUCTION PROJECTS PROPOSED 

FOR INCLUSION IN RATE BASE IN THIS CASE? 

Yes, the Company has included in rate base those construction projects the 

Company completed and placed in service prior to December 31, 2003. These 

plant additions consist of wells, reservoirs, transmission mains and other 

construction projects that improve service to existing customers. The Company 

is not proposing any post test year plant additions in this proceeding because the 

majority of the 2004 budget is for arsenic treatment facilities. 

Plant Additions Related to Arsenic Treatment 

DO ANY OF THE TEST YEAR ADDITIONS RELATE TO ARSENIC 

TREATMENT? 

No. 

WHAT ARE THE COMPANY’S PLANS FOR COMPLYING WITH THE EPA’S 

NEW MCL FOR ARSENIC? 

The Environmental Protection Agency has adopted a far more stringent arsenic 

maximum contaminant level (“MCL”) under the Safe Drinking Water Act than the 

current MCL of 50 parts per billion (“PPB”). As of January 23, 2006 all potable 

water providers must comply with the new arsenic MCL of 10 PPB. 

The three water systems in the Western Group that will be affected by the 

new arsenic standard are the Casa Grande, Stanfield and White Tank water 

systems. Water for the Casa Grande system is produced from sixteen deep- 

water wells, which have a combined capacity of approximately 12,500 gallons 

per minute (“GPM”). Water from all but three of the wells contains arsenic in 

concentrations greater than 10 PPB. 

7 
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\. 

To comply with the new arsenic standard by the compliance date 01 

January 23, 2006, the Company will need to include in its Casa Grande 

construction budget approximately $5,000,000 in 2004 and $7,000,000 in 2005, 

solely for arsenic treatment, half of which has already been put out to bid. The 

bids are due August 27, 2004. This will give the Company ample time to design 

and construct the required arsenic treatment facilities for the Casa Grande 
E 
-3 

system before year-end 2 0 4 .  The balance of the Casa Grande, Stanfield and 

White Tank wells requiring arsenic treatment will be put out to bid November 1, 

2004 and the bids will be due December 31, 2004. In 2005, the Company will 

design and construct the arsenic treatment facilities for the balance of the Casa 

Grande, Stanfield and White Tank wells requiring arsenic treatment, leaving all of 

2005 to complete the construction and meet the January 23, 2006 deadline. The 

Company will include approximately $1,500,000 in the construction budget for 

arsenic treatment for the Stanfield and White Tank systems in 2005. 

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS MATTER? 

Yes. 

573593.1/12001.189 
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ARIZONA WATER COMPANY 

Rebuttal Testimony of 

Michael J. Whitehead 

. Introduction and Purpose of Testimony 

2. 

\. 

2. 

L. 

1. 

I. 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is Michael J. Whitehead. I am employed by Arizona Water Company 

(the “Company”) as Vice President of Engineering. 

ARE YOU THE SAME MICHAEL J. WHITEHEAD THAT PREVIOUSLY GAVE 

DIRECT TESTIMONY IN THIS MATTER? 

Yes. 

HAVE YOU REVIEWED THE DIRECT TESTIMONY FILED BY THE OTHER 

PARTIES TO THIS PROCEEDING? 

Yes, I have generally reviewed the testimony of each of the witnesses for the 

Commission’s Utilities Division Staff (“Staff”) and the Residential Utility Consumer 

Office (I’RUCO’I) and specifically analyzed and reviewed the portions of the 

Staffs and RUCO’s testimony concerning the Company’s request to recover its 

costs associated with its Central Arizona Project (“CAP”) subcontracts. Staffs 

testimony regarding CAP water and cost recovery can be found in Ronald E. 

Ludders’ direct testimony at pages 12-1 4. RUCO’s testimony on this subject can 

be found in the direct testimony of William A. Rigsby at pages 18-20. I have also 

reviewed the direct testimony of the City of Casa Grande’s (“City”) witness, 

Edward F. Harvey. Mr. Harvey discusses the CAP issues at page 4 of his direct 

testimony. 

WHAT IS THE PURPOSE AND EXTENT OF YOUR REBUTTAL TESTIMONY? 

2 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

4. 

1. 

2. 

1. 
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L. 

The purpose of my rebuttal testimony is to (1) refute the direct testimony of Mr 

Ludders, the Staff witness, at pages 12-14, which misstates the Company’s 

ongoing plans for the design and construction of a regional CAP Watei 

Treatment Plant that will treat the Company’s Casa Grande and Coolidge CAF 

allocations and (2) to show that the Company has already made significani 

commitments to bring treated CAP water into use in the Company’s Casa 

Grande and Coolidge systems. 

PLANS FOR DESIGN AND CONSTRUCTION OF A REGIONAL CAP WATER 

TREATMENT PLANT 

PLEASE SUMMARIZE THE STAFF’S POSITION REGARDING THE 

COMPANY’S LEVEL OF COMMITMENT FOR THE USE OF TREATED CAP 

WATER. 

Mr. Ludders has mischaracterized the Company’s efforts to bring treated CAP 

water into potable use as one of “...evaluating the feasibility of using a yet un- 

built Casa Grande treatment facility to treat CAP water for Coolidge.” (Luddets 

dt. at p. 12) 

IS MR. LUDDERS’ CHARACTERIZATION CORRECT? 

No. He greatly understates the Company’s efforts to date in bringing treated 

CAP water into use in the Company’s Casa Grande and Coolidge systems. The 

Company is not merely exploring the feasibility of treating CAP water. In fact, the 

Company has already made significant commitments, including financial 

commitments, towards design and construction of a CAP water treatment plant 

that will treat both Casa Grande and Coolidge CAP allocations and is partnering 

with Arizona American Water Company in the joint planning for the construction 

of a CAP water treatment plant that will treat the Company’s full White Tank CAP 

allocation. Mr. Garfield’s rebuttal testimony further explains the Company’s 

efforts concerning its White Tank CAP allocation. 
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WHY IS THE COMPANY’S COMMITMENT TO USE TREATED CAP WATER 

IMPORTANT IN THIS PROCEEDING? 

Staff and RUCO witnesses recommend no recovery of the Company’s deferred 

and ongoing CAP M&l capital charges based on what they claim is the lack of 

use, or sufficient use, of CAP water and the lack of an approved plan of use for 

CAP water. Although the CAP Cost Recovery Policy referred to in Mr. Garfield’s 

and Ms. Hubbard’s rebuttal testimonies does not require the submittal of a plan 

for CAP water use prior to cost recovery, I will provide information demonstrating 

the progress that the Company has already made beyond a conceptual plan of 

use and is proceeding to put treated CAP water to use. 

WHAT ARE THE COMPANY’S PLANS FOR DESIGN AND CONSTRUCTION 

OF A CAP WATER TREATMENT PLANT? 

The Company started planning a regional surface water treatment plant to treat 

CAP water to comply with Safe Drinking Water Standards (the “Regional CAP 

Plant”) in central Pinal County several years ago. We identified the preferred 

location for the Regional CAP Plant and purchased approximately 68 acres of 

land southeast of Coolidge, roughly a half-mile west of the CAP canal. The 

Company has also submitted its application to the Arizona State Land 

Department (“State Land”) for right-of-way access to cross state land from the 

CAP canal to the Regional CAP Plant site. This right-of-way will be necessary 

for construction of a 48-inch diameter pipeline, which will be used to deliver water 

from the CAP canal to the treatment facility. The initial design of the booster 

pump station necessary to pump water from the CAP canal and pressurize the 

pipeline for delivery to the Regional CAP Plant is also complete. These plans will 

be submitted to the Central Arizona Water Conservation District (“CAWCD”), the 

operator of the CAP, later this year for review and comment. 

WHY DOES THE COMPANY CONSIDER ITS PROPOSED CAP TREATMENT 

PLANT TO BE A REGIONAL PLANT? 
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The Company considers it to be a regional plant because it will be treating bott 

the Company’s Casa Grande and Coolidge CAP allocations. In addition, it has 

the potential to treat CAP water supplies for other water providers, such as the 

City of Eloy and the City of Florence. The water treated will ultimately serve 

Casa Grande, Coolidge, Arizona City, Tierra Grande and Stanfield and othei 

areas within the Company’s CC&Ns. 

HOW MANY CUSTOMERS WOULD BE SERVED BY THE REGIONAL CAP 

PLANT? 

The Company’s Casa Grande and Coolidge CAP allocations totaling 10,884 acre 

feet, could serve approximately 24,000 residential customers based on an 

average use of 0.45 acre feet per customer per year. In addition to the 

Company’s existing Casa Grande and Coolidge CAP allocations, there is the 

potential to secure contracts for non-Indian agricultural priority CAP water and to 

lease Indian CAP supplies. Also, much of the Company’s Casa Grande and 

Coolidge areas include lands within the San Carlos Irrigation and Drainage 

District, which has rights to Gila River surface water supplies. These additional 

supplies have the potential to serve well above 24,000 residential customers as 

such supplies are identified and are placed under contract to the Company. 

The approaches taken by the Company with the Regional CAP Plant, i.e., 

its approach to phasing, modular expansion capability, adaptable treatment 

technologies and treatment trains, ability to treat multiple sources of supply, 

among others, not only provide the flexibility needed to meet ever-changing state 

and federal regulations but they also provide the flexibility to meet the projected 

demands of the Company’s customers from any of the many types of sources of 

supply that become available to the Company. 

WHAT WOULD BE THE CAPACITY OF THE REGIONAL CAP PLANT AND 

COULD THE CAPACITY BE EXPANDED IN THE FUTURE? 

RATECASE\zoM_WESTERN GROUPWEBVTTAL r r S T I M O M 1 ~ I r r ~ B ~ ~ ~ - F l ~ L - ~ l ~ .  DOC 5 
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The initial capacity of the Regional CAP Plant would probably be 10 million 

gallons per day (“MGD”), which capacity could be expanded by adding additional 

modules. This will result in lower capital investment, lower operating and 

maintenance expenses, and overall lower rates to the ratepayers. In the end, the 

ultimate capacity of the Regional CAP Plant, based on the current water 

treatment plant site, could exceed 40 MGD. 

WHAT APPROVAL PROCESSES ARE UNDERWAY WITH RESPECT TO 

THESE FACILITIES? 

The 48-inch diameter pipeline has been designed. We have sought comments 

from State Land on the pipeline design in connection with the requested right-of- 

way. Application for an approval to construct will be submitted to the Arizona 

Department of Environmental Quality (“ADEQ”) as soon as we receive comments 

from State Land. I anticipate.we will receive comments from State Land by the 

first quarter of 2006. Thereafter, it will take approximately eight (8) weeks for 

ADEQ to process and approve our application for approval to construct for the 

construction of the 48-inch diameter pipeline. 

CAN YOU EXPLAIN MORE ABOUT THE STATE AND FEDERAL 

REGULATIONS THAT YOU MENTIONED? 

Yes, certainly. The United States Environmental Protection Agency (“U.S. EPA”) 

and ADEQ regulate the quality of water produced from water treatment plants 

connected to a community water system. A community water system is any 

water system for which 15 or more permanent connections exist or for which a 

year round population of 25 or more people are served. The U.S. EPA and 

ADEQ classify all of the Company’s Western Group of water systems as 

community water systems. All water distributed by the Company’s water 

systems must meet drinking water standards established by the U.S. EPAs Safe 

Drinking Water Act and any amendments thereto and ADEQ’s Safe Drinking 

Water Rules. These extensive regulations are also subject to periodic changes, 
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such as was done recently for arsenic, and are also subject to added regulations, 

such as was recently done for disinfection byproducts. 

WILL THE FEDERAL AND STATE REGULATIONS AFFECT OR GOVERN 

THE TREATMENT PROCESS? 

Yes, they will. As an example of the potential effects of such regulations, recent 

surface water treatment plant designs have accounted for changing regulations 

for disinfection byproducts. Raw CAP water entering a surface water treatment 

plants contains various forms of organic matter. Chlorination of such raw water 

has the potential to generate disinfection byproducts such as haloacetic acids 

and trihalomethanes, among others. These byproducts are known carcinogens 

and are subject to federal and state safe ‘drinking water regulations. In an effort 

to reduce the potential to form such disinfection byproducts, alternative methods 

. of disinfection and/or removal of such organic matter prior to disinfection have 

been included in recent water treatment plant designs. 

WHAT IS THE LIKELY TREATMENT PROCESS THAT WILL BE USED TO 

TREAT THE COMPANY’S CAP ALLOCATIONS? 

Typically, surface water treatment plants involve pre-treatment and post 

treatment processes, flocculation, coagulation, and some form of filtration 

method. Conventional surface water treatment plants could use a single, dual or 

multi-media filter material, such as sand, anthracite and garnet. Because of the 

potential for generating disinfection byproducts, advanced treatment methods, 

such as microfiltration, ultrafiltration or another form of membrane treatment 

could be used. Additional waste can be generated using one of these advanced 

methods and thus, waste disposal may become a more important factor. The use 

of activated carbon has also been used more extensively in recent years for 

removal of organic materials and to prevent taste and odor problems. 

CAN YOU PROVIDE A GENERAL DESCRIPTION OF THE COMPANY’S 

REGIONAL CAP PLANT? 
7 
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Certainly. The Regional CAP Plant will be located at a sixty-eight acre site anc 

will consist of the following components: 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

a. 
9. 

I O .  

11. 

12. 

13. 

14. 

15. 

Raw water pumps 

Raw water intake structures and delivery lines 

Pretreatment 

Pre-disinfection 

Chemical feed 

Rapid mix 

Flocculation 

Sedimentation 

Clarification 

pH adjustment 

Filter vessels and/or membrane systems 

Post treatment chlorination 

Taste and odor control 

Sludge drying/dewatering 

Backwash vessels/ponds 

The Regional CAP Plant will con ist of mcrete structures, water storage 

vessels, backwash tanks, pumping equipment, chemical feed equipment, flo\n 

meters, rate of flow controllers, valves, emergency standby power equipment, 

laboratory equipment, safety and first aid equipment, supervisory control anc 

data acquisition system (“SCADA), and other miscellaneous treatment plani 

equipment. 

PLEASE DESCRIBE WHAT A SCADA SYSTEM IS. 

A SCADA system is a system in which operational data is gathered from various 

parts of the water treatment plant and/or water distribution and storage systems 

and for which control strategies are developed and controlled by a computer. 

Typically, software is designed for such a computer, which establishes the 
n 
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1. 

1. 

L. 

desired operating outcome, such as chlorine level, tank level, flow rates, watet 

pressures, and other operating criteria. A SCADA system allows complex 

operating information to be gathered, and control decisions to be made in a much 

more efficient manner than could be done manually by water distribution or water 

treatment plant operators. This allows for more efficient operations and results in 

lower labor costs. It also provides for better water service, greater reliability and 

ensures a more consistent and higher quality of water delivered to consumers. 

WHEN DOES THE COMPANY EXPECT TO COMMENCE ACTUAL 

CONSTRUCTION OF THE PIPELINE AND TREATMENT FACILITY? 

The pipeline will be installed on a schedule consistent with the Company's 

master planning for this area, including the progress of development of master 

planned communities along the western boundary of Coolidge. The Company 

anticipates accepting bids for treatment plant design in 2007 and awarding a 

design contract in 2008. Bidding for the construction of the first phase of the 

Plant would commence in early 2009. Following bid review and the awarding of 

a construction contract for the Regional CAP Plant, work would commence late 

2009 with a planned 2012 completion date. This should lead to treated CAP 

water being delivered to Coolidge in 2012, followed by deliveries to Casa 

Grande. 

WHAT ADDITIONAL STEPS WILL THE COMPANY UNDERTAKE IN 

CONNECTION WITH DESIGN OF THE REGIONAL CAP PLANT? 

There are several initial engineering tasks that must be completed. 

include: 

1. A regional SCADA System must be installed to integrate all the regional 

water systems, as discussed above. 

2. Prior to proceeding with construction of the Regional CAP Plant, intake 

structures, and distribution mains, and with the use of CAP water for potable 

purposes, the Company must submit construction drawings to the U.S. 

These 
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Department of the Interior’s Bureau of Reclamation (the “BOR). The BOF 

will review the Company’s construction plans and determine the 

environmental effects of such construction, if any, in relation to ar 

environmental impact study already conducted by the BOR for the CAP cana 

and the service areas where CAP water would be used. At the conclusion 01 

the BORs review, the BOR will issue an environmental clearance to the 

Company. Upon such clearance, the Company can proceed with its 

construction work. This requirement is contained within the Company’s CAP 

subcontracts 

3. Rights-of-way, permits or easements will be necessary to provide access to 

the Regional CAP Plant site and for the installation of pipeline that will tie into 

the water distribution system. 

4. A Pinal County Conditional Use Permit must be obtained. The land is 

currently zoned agriculture (AG). Pinal County will permit the Company to 

construct the Regional CAP Plant on agricultural land without changing the 

zoning. Using the Conditional Use Permit process, the Conditional Use 

Permit will establish the land use, setbacks, and height restrictions for the 

proposed Regional CAP Plant. 

5. Coordinate with the local power company to bring power to the Regional 

CAP Plant and booster pump stations. Also, coordinate establishing 

telecommunication, sewer, and other utility or supporting services for the 

Regional CAP Plant site. 

6.  The Company’s Engineering Department will address water quality impacts 

of treated CAP water on existing distribution system components through 

corrosion studies conducted by or on behalf of the Company. 

7. The Company will engage the services of an outside engineering company to 

determine the most appropriate technologies available to treat CAP water. 

10 
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4. 

8. Upon completion of the above-referenced engineering tasks, the Company 

will be ready in 2007 to prepare bid documents to bid the design, which will 

culminate in the completion of full construction drawings for the Plant. 

DOES THE COMPANY HAVE ANY COST ESTIMATES FOR THE FACILITIES 

NECESSSARY TO TRANSPORT, TREAT AND DELIVER CAP WATER? 

Yes. The initial estimated cost to design and construct the first phase of the 

treatment facility is approximately $20 million. The Company’s estimated costs 

for the booster pumps and transmission pipeline are $300,000 and $600,000, 

respectively. Obviously, these represent significant capital investments. 

However, when complete, the facilities to treat and deliver CAP water for our 

customers will benefit ratepayers in Coolidge, Casa Grande, Tierra Grande, 

Arizona City, and Stanfield for a minimum of 75 years. 

DOES THIS COMPLETE YOUR REBUTTAL TESTIMONY? 

Yes it does. I would note, though, that my silence on any issue raised or 

recommendation made by Staff, RUCO, or the City should not be taken as the 

Company’s acceptance of such issue or recommendation. 

11 
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ARIZONA WATER COMPANY 

Direct Testimony of 

Ralph J. Kennedy 

Introduction and Qualifications 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is Ralph J. Kennedy. I am employed by Arizona Water Company 

(“Company”) as Vice President and Treasurer. 

PLEASE DESCRIBE YOUR WORK EXPERIENCE AND EDUCATIONAL 

BACKGROUND. 

I was employed by the Arizona Water Company in January 1987 as Vice 

President and Treasurer. My previous regulatory experience was as Chief of the 

Accounting and Rates section of the Arizona Corporation Commission (“ACC” or 

“Commission”) from 1985 to 1986 and as Manager of Accounts and Finance for 

the Illinois Commerce Commission from 1974 to 1978. In addition to my 

regulatory work, I have also been employed as a management consultant with 

the firm of Booz, Allen & Hamilton, as Assistant to the Illinois Director of Revenue 

and as a programmer analyst. I have also been self-employed as an independent 

trader on the Chicago Board Options Exchange and as a consultant on 

government accounting system and controls. 

I completed my undergraduate work at the University of Illinois - Chicago 

and received a B.S. with an accounting concentration. 1 continued my education 

at the University of Chicago where I earned an M.B.A. with a major in accounting 

and behavioral science. I am a C.P.A. in Illinois and Arizona and a member of 

2 
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1. 

3. 

9. 

both the Arizona Society of Certified Public Accountants and the American 

Institute of Certified Public Accountants. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

The purpose of my testimony is to provide an overview of the Western Group 

filing and discuss the following topics: 

0 

0 

Post-test year plant additions (PTYPA). 

The need for a modified arsenic cost recovery mechanism (ACRM) for the 

Western Group. 

The change in depreciation methodology required by Decision No. 64282. 

The pros and cons of purchased power and purchased water adjustor 

mechanisms. 

The weighted cost of capital. 

0 

0 

0 

0 Rate design. 

Overview Of Filinq 

PLEASE DESCRIBE THE WESTERN GROUP RATE FILING. 

The Company filed an application with the ACC to adjust its rates and charges 

for its Western Group water systems based on operating results and investment 

in the water systems for the adjusted test year of 2003. As of December 2003 the 

Western Group included five systems serving 20,266 customers as shown in the 

following table. 

3 
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Table I 

1990 - 2003 
Customers @ 12/31/03 Avg. Annual 
Number % Total Growth Rate 

Casa Grande 14,981 73.9% 4.5% 
Stanfield 21 8 1.1% 1.6% 
White Tank 1,337 6.6% 6.0% 
Ajo Heights 68 1 3.4% 0.5% 
Coolidge 3,049 15.0% 0.8% 
Total Western Group 20,266 100.0% 3.7% 

The White Tank and Casa Grande systems, located on the growing western and 

southern edges of the Phoenix metropolitan area, were the Western Group's 

fastest growing systems at 4.5% and 6.0%, respectively. The three slower 

growing systems range from 218 to 3,049 customers and average only 1,321 

customers. Over the 13 year period since 1990, Stanfield, Ajo and Coolidge have 

experienced a below average annual rate of customer growth of 1.6%, 0.5% and 

0.8%, respectively 

The current water rates, based on operating results and investment for test year 

1990, became effective in January 1993. There have been numerous changes in 

the economy and the Company's operations since 1990. Although annual 

inflation rates have been more moderate in the 1990's than in the 1 9 8 0 ' ~ ~  the 

following chart demonstrates that inflation has increased more than 38% over the 

period from 1990 through May 2004. By the time the rates authorized in this 

proceeding become effective in late 2005 or early 2006, the CPI will have 

increased well over 40%. 
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/=Annual CPI +CumulativeCPI 1 

Since 1990, the general costs of doing business, such as salaries, 

supplies, employee health insurance, liability insurance, property insurance, 

property taxes, city sales taxes, state sales taxes, purchased power, and 

purchased water costs, have increased significantly. Regulatory changes, such 

as the amendments to the Safe Drinking Water Act that have required increased 

water testing, treatment, and consumer reporting, have further aggravated the 

impact of increasing price levels on the Company's operating expenses. As the 

following chart demonstrates, in the three systems with the fastest customer 

growth, the growth in expenses has surpassed the growth in revenue. 

5 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Comparative Change In Operating Revenue & Expense 
1990 To 2003 Actual 

165.0% 

145.0% 

125.0% 

105.0% 

85.0% 

65.0% 

45.0% 

25.0% 

5.0% 

-15.0% 
Casa Stanfield White Ajo Coolidge 

Grande Tank 

10 Operating Revenue Operating Expenses 1 

Since 1990, the Company's net investment in additional water storage 

tanks, water mains, wells, increased pressure boosting capacity, back-up power 

supplies, chlorination equipment and other facilities for the Western Group 

systems has increased 67%, from $14.5 million to $24.2 million. This $9.7 million 

increase occurred over 11 years, at a rate of approximately $882,000 per year. 

Increases in plant facilities, such as described above, lead directly to 

increased depreciation expense, which more than doubled over the 1990 - 2003 

period. Numerous other expense categories that are outside the Company's 

control also had double-digit percentage increases, including city sales taxes, 

state sales taxes, and purchased water, as illustrated on the following chart. 
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Increase In Specific Western Group Expenses 1990 - 2003 

rn 1990 
2003 

0% increase 

$1,400,000 

$1,200,000 

$1,000,000 

$800,000 

$600,000 

$400,000 

$200,000 

$0 

653,000 583,000 128,000 308,000 68,000 573,000 785,000 150,000 143,000 46,000 
1,333,000 690,000 255,000 602,000 128,000 860,000 991,000 506,000 237,000 139,000 
104.13% 18.35% 99.22% 95.45% 88.24% 50.09% 26.24% 237.33% 65.73% 202.17% 

Test year 2003 data indicates that the current adjusted rate of return on each of 

the five Western Group systems' Adjusted Rate Base is below the current 10.5% 

weighted cost of capital: 

Casa Grande 5.37 % 

Stanfield 8.24 % 

White Tank 4.97 % 

Ajo 4.10 % 

Coolidge 2.64 % 

The revenues based on the test year 1990 rates are inadequate to cover the 

current cost of service and provide a reasonable rate of return on the Company's 

investment in water system facilities. 
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111. 

Q. 

A. 

3. 

4. 

Post-Test Year Plant Additions (PTYPA) 

WHAT TYPES OF PROJECTS ARE INCLUDED IN PTYPA? 

PTYPA consist of non-revenue producing plant placed in service following the 

end of the TY, but early enough so that it may be physically inspected by Staff or 

intervenors and have its construction costs verified. It is necessary to match the 

changes in the updated capital structure that financed the additional non-revenue 

producing PTYPA with the additions by adding them to rate base. They represent 

the Company's investment in necessary and useful utility plant facilities that 

improve service, reliability or water quality for existing customers. They include 

projects such as replacing existing mains that are deteriorated or undersized for 

existing conditions, adding or upgrading chlorination units, cathodic protection for 

tanks, new or improved control circuits or water treatment projects required to 

meet federal or Arizona safe drinking water standards. Arsenic treatment facilities 

obviously fall into this category. 

WHY SHOULD PTYPA BE INCLUDED IN THE COMPANY'S TEST YEAR 

RATE BASE? 

There are two considerations that support the inclusion of PTYPA in the 

Company's rate base. First, the cost of the additional plant, because of the 

relatively short nature of the individual projects, does not include any allowance 

for funds used during construction (AFUDC). The Uniform System of Accounts, 

in describing the elements of construction cost, state that AFUDC 'I includes the 

net cost for the period of construction of borrowed funds used for construction 
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a. 

purposes and a reasonable rate on other funds when so used."' In fact, none of 

the Company's construction projects are charged AFUDC because of their 

generally short construction period. Therefore, PTYPA should be included in rate 

base so that the current ratepayers provide a return on the plant that is serving 

them along with the related depreciation expense. 

Second, the October 1999 Interim Water Utility Task Force Report 

recognized the benefits of using a future test year to set rates as 30 other states 

did at the time: "A future test year policy may encourage necessary capital 

expenditure by Arizona's water companies. This is because such a policy would 

result in a reduction of the "regulatory lag" often associated with recovery of such 

expenses." In the Report, Staff did not endorse a future test year policy for 

Arizona because it believed the Commission was currently using a very 

reasonable combination of historical and future test years. Staff then 

recommended developing a policylrule for allowing pro forma adjustments for 

future plant additions meeting specific requirements such as: 

1. 

2. 

one year. 

3. 

customers. 

WHAT AMOUNT OF ARSENIC TREATMENT FACILITY PTYPA IS THE 

COMPANY PROPOSING TO INCLUDE IN RATE BASE? 

Revenue-neutral plant that will serve existing customers not future growth. 

The plant will be installed within a specific time frame, preferably within 

The plant is necessary to provide proper and adequate service to existing 

Unform System ofAccounfsjor Class A Water Utilities, National Association of Regulatoly Utility Commissioners, Washington, D.C. ( 1  996) 
3. 
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None. In previous cases the Company has analyzed its construction budget to 

determine the amount of non-revenue producing plant that would be completed 

and placed in service early enough in the rate case process to be audited and 

inspected by Staff. In this case, 73% of the 2004 construction budget consists of 

required arsenic treatment facilities. Although these facilities are clearly non- 

revenue producing, at this time it is not known if they will be acquired by 

purchase or lease. Although a recovery of the arsenic treatment facility 

acquisition costs is necessary, whether leased or purchased, a pro forma 

adjustment for PTYPA would not cover lease acquisition costs. The special 

circumstances of this case are such that a more comprehensive and timely 

approach is being proposed to address the costs and expenses of acquiring and 

operating required arsenic treatment facilities for the Western Group. 

ASIDE FROM REQUESTING A MODIFIED ARSENIC COST RECOVERY 

METHODOLOGY, WHAT OTHER PTYPA IS THE COMPANY PROPOSING TO 

INCLUDE IN RATE BASE? 

None. Although the Company will add additional, revenue-neutral plant during 

2004 (and in 2005), the Company is not requesting an adjustment to rate base to 

include that plant so that this case will be simpler and can be processed more 

quickly. 

Modified Arsenic Cost Recovery Methodology 

DO ANY OF THE WESTERN GROUP SYSTEMS REQUIRE ARSENIC 

TREATMENT TO MEET THE NEW MCL REQUIREMENT? 

Yes, three systems, Casa Grande, Stanfield and White Tank, will require 

treatment facilities to meet the 10 parts per billion (PPB), maximum contaminant 
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Q. 

A. 

Q. 

level (MCL), which must be met by January 23, 2006. Although the water for the 

Company's Ajo system will also require additional treatment, this is the 

responsibility of the Ajo Improvement Water Company from whom the Company 

purchases the water. 

WHAT WILL IT COST TO ACQUIRE THE REQUIRED ARSENIC TREATMENT 

FACILITIES IN THESE THREE SYSTEMS? 

Over the remainder of 2004 and 2005, a period less than 16 months, the 

Western Group's costs to design, acquire, and install the required arsenic 

treatment facilities for Casa Grande, Stanfield and White Tank are estimated to 

be over $13.6 million. Kennedy Direct, p8, line 5, Phase II Docket No. W- 

01445A-00-0962. AS shown in the following table, this investment ranges from 

37% to 187% of the existing adjusted rate bases for the three systems and 

represents 55% of the combined systems' total rate base. 

Table 2 

Rate Base Arsenic Treatment Plants 
System A-1 Adjusted Amount YO Rate Base 

Casa Grande $2 1,996,652 $12,070,428 55% 

White Tank $2,44 1,155 $899,549 37% 
Total $24,751,938 $13,555,971 55% 

S t anfield $3 14,13 1 $585,994 187% 

Designing, acquiring, and installing the required arsenic treatment plants over the 

remainder of 2004 and 2005 is obviously a major financial undertaking for the 

Company. 

SINCE AN ARSENIC COST RECOVERY MECHANISM (ACRM) HAS NOT YET 

BEEN APPROVED FOR CASA GRANDE, WHY HASN'T THE COMPANY 

11 



I 
I 
I 
I 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

~I 

~I 

~I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

A. 

Q. 

4. 

7. 

4. 

REQUESTED THAT THE 2004 PHASE OF ARSENIC TREATMENT 

FACILITIES BE INCLUDED IN RATE BASE AS PTYPA? 

Treating the required arsenic treatment facilities as PTYPA could be a solution 

depending on the acquisition method and timing. However, at this time the 

Company does not know if the required arsenic treatment facilities as shown 

above will be purchased and then included in plant in service or leased. If leased, 

the acquisition costs would be an operating expense that would not qualify as 

PTYPA. 

DO YOU ANTICIPATE DIFFICULTIES FINANCING THE REQUIRED ARSENIC 

TREATMENT FACILITIES? 

No. However, acquiring the required arsenic treatment facilities is a major 

financial and operational undertaking for the Company. The Western Group's 

needs are only part of the arsenic financing requirements the Company faces. 

During the same period, from now until the end of 2005, the Company must also 

finance arsenic treatment facilities for the Northern Group totaling $4 million and 

the Eastern Group totaling $12 million. In total the Company must finance or 

acquire by lease $30 million of arsenic treatment facilities before the end of 2005. 

IS THE COMPANY CONCERNED ABOUT THE IMPACT THE $30 MILLION 

COST WILL HAVE ON ITS EARNINGS? 

Yes. Although the Commission has been proactive in authorizing an ACRM that 

will allow partial recovery of the Northern and Eastern Groups' arsenic capital 

costs and certain recoverable O&M expenses, the same ACRM procedures and 

filing requirements would not provide any rate recovery for the Western Group 

until well after all the Western Group facilities were operating in January 2006, 
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Q. 

A. 

and each of the following requirements were completed: ACRM filing prepared 

and submitted by the Company, ACRM filing reviewed by the Staff and 

intervenors, hearing held (if necessary) to examine unresolved issues, 

recommendation issued by Staff or ALJ, recommendation acted upon by the 

Commission. 

WILL FINANCING THE ARSENIC TREATMENT FACILITIES INCREASE THE 

COMPANY'S RISK? 

Yes. Two factors increase the Company's risk. First, a $30 million additional 

capital requirement is a 36% increase over the Company's existing total capital 

level. The initial increment of up to $15 million of new long-term debt is projected 

to be incurred by year-end 2004. Selling $15 million of additional long-term debt 

in 2004, mid-way through the arsenic construction period, and then a second 

series of bonds in late 2005 or early 2006 will be more challenging, for several 

reasons, than when the Series K bonds were sold in 2001. The arsenic financing 

requirements and uncertainty regarding the timing and level of ACRM revenue 

recovery will lower the projected interest coverage ratio and make it more volatile 

and uncertain. This will make the Company's bonds more risky to potential 

purchasers and increase the required interest rate. In addition, the reduction in 

the percent of common equity in the Company's capital structure, to as low as 

55% by the end of 2005, reduces the common equity protection for bondholders, 

who, in turn, will view the Company as having correspondingly greater risk, 

A second factor increasing the Company's risk is that the nature of the 

arsenic treatment facilities is unlike normal water plant additions that improve 

production, distribution flows or system reliability, but generally do not cause a 
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Q. 

4. 

large increase in operating expenses other than depreciation. As the arsenic 

treatment facilities are placed in service, they will significantly increase 

operations and maintenance (O&M) expenses and, coupled with the increased 

interest expense, will dramatically reduce net income. 

HOW MUCH DO YOU ESTIMATE THE ARSENIC O&M EXPENSES WILL 

REDUCE NET OPERATING INCOME? 

The Company previously developed estimates of increased O&M expenses for 

each system requiring arsenic treatment facilities following a methodology 

recommended by the Environmental Protection Agency. These estimates were 

presented, reviewed and found reasonable in the Phase II portion of Docket No. 

W-l445A-00-0962. The estimates were based on purchased facilities. If a facility 

is leased, the arsenic O&M expenses will be much higher because they will 

include both a fixed and variable component in the lease payment. 

The annual level of estimated arsenic O&M expenses (based on the 

more conservative purchase scenario) is compared to each system's present and 

required net operating income in the following table. The Present Net Operating 

Income is from the Company's Schedule A-I , line 2. It is net operating income at 

present rates adjusted for known and measurable changes. The Required Net 

Operating Income is from the Company's Schedule A-I, line 4 and does not 

reflect the estimated arsenic O&M expenses shown below. 

Table 3 demonstrates that without sufficient rate relief and a modified 

ACRM, the estimated arsenic OBM expenses, after recognizing the tax saving, 

will exceed the present net operating income of the Stanfield and White Tank 

systems and equal 92% of the Casa Grande system's present net operating 
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a. 

4. 

income. Even with the full level of requested rate relief, when the new arsenic 

O&M expenses are incurred they will range from 47% to 135% of net operating 

income. This result is based on the assumption that the Commission authorizes 

the full revenue increase requested by the Company. If the Commission does not 

grant the full revenue increase, the Company's financial condition could 

deteriorate rapidly. Clearly, a different method must be established in this 

proceeding to accelerate the recovery of the Western Group's arsenic treatment 

facilities capital costs and recoverable O&M expenses. 

Table 3 

Net Operating Income Arsenic O M  O M  % Of Net Operating Income 

Systems Present Required Expenses Present Required 

Casa Grande $1,180,182 $ 2,309,648 $ 1,084,014 92% 47% 
Stanfield $ 25,878 $ 32,984 $ 44,687 173% 135% 
WhiteTank $ 121,440 $ 256,321 $ 157,175 129% 61 % 

Total $1,327,500 $ 2,598,953 $ 1,285,876 97% 49% 

HOW CAN THE COMMISSION ADDRESS THE NEED FOR MORE 

IMMEDIATE RECOVERY OF THE WESTERN GROUP'S ARSENIC 

TREATMENT COSTS? 

There are several steps that can be taken by the Commission to reduce the 

severity of the problem. First the Commission should promptly approve the 

Company's Application for an Accounting Order authorizing the deferral of 

Western Group arsenic treatment costs and expenses. Although deferring the 

costs and expenses will not provide the necessary cash for these required 

payments, it will protect the income statement by deferring, rather than 

expensing, arsenic O&M expenses, and provide time to develop and implement a 
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2. 

recovery methodology that addresses the timing problems the Company is facing 

for the Western Group. Specifically the deferral authorization should cover the 

actual cost to design, purchase, and install arsenic treatment facilities or the 

actual lease capital costs (standby fee) for leased facilities and recoverable O&M 

expenses incurred to provide arsenic treatment for the three Western Group 

systems requiring arsenic treatment. This step is more fully explained in the 

Company's Application for An Accounting Order, which was docketed as W- 

01445A-04-0473 on July 8, 2004. This first step is necessary to reduce the 

deterioration of the Company's financial condition, as arsenic treatment facilities 

are acquired Company-wide and placed into service. 

Second, provide prompt rate relief. A major portion of arsenic costs and 

expenses will likely be incurred before an ACRM will be approved in this case. 

Therefore some other approach that will provide an earlier recovery of Western 

Group arsenic capital costs and recoverable O&M expenses, along with the 

requested deferral, is required. 

Third, the Commission has previously authorized an Arsenic Cost 

Recovery Mechanism (ACRM) for both the Company's Northern and Eastern 

Groups in Decisions Nos. 66400 (October 14, 2003) and 66849 (March 19, 

2004), respectively. The ACRM allows the deferral of up to 12 months of 

recoverable arsenic O&M expenses and permits up to two filings for expedited 

rate adjustments in each system requiring arsenic treatment. The Company is 

also requesting an ACRM for the Western Group. 

WHAT OTHER APPROACH WOULD PROVIDE AN EARLIER RECOVERY OF 

ARSENIC COSTS AND EXPENSES THAN AN ACRM EXACTLY LIKE THE 
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A. 

1. 

2. 

MECHANISMS APPROVED FOR THE NORTHERN AND EASTERN 

GROUPS? 

Depending on the relative progress of the rate application and the acquisition of 

arsenic treatment facilities by lease or purchase, a second phase to address 

arsenic cost recovery could be initiated in this docket, which would proceed 

independently of the general rate case. 

This approach would be patterned after the Northern and Eastern Groups' 

ACRM. Essentially, the second phase (Phase 11) would develop a surcharge and 

base rate adjustment using the currently approved ACRM methodology, the 

actual costs for completed arsenic facilities and the previously audited test year 

data in place of a separate earnings test. The initial Phase I I  rate authorization 

could be considered the first of the two filings that would be authorized under the 

ACRM. The ACRM return would be the return authorized in the Phase I 

proceeding. This approach would enable some cost recovery to begin 

simultaneously with the approval of new rates in late 2005 or early 2006. As with 

the regular ACRM for the Northern and Eastern Groups, each customer's bill 

would separately identify the charges attributable to the federally mandated 

arsenic reduction costs and fully comply with the reporting requirements ordered 

in Decision No. 66400. Any additional arsenic facilities added after the Phase I I  

proceeding and additional, recoverable O&M expenses would be eligible for 

recovery under the regular ACRM established for the Western Group. 

Depreciation Methodoloqy 

DECISION NO. 64282 CONCLUDED THAT THE COMPANY SHOULD FILE A 

SCHEDULE OF COMPONENT DEPRECIATION RATES FOR ALL OF ITS 
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WELLS 3.13% 
PUMPING PLANT STRUCTURES & IMPROVEMENTS 2.86% 
ELECTRIC PUMPING EQUIPMENT 5.88% 
GAS ENGINE EQUIPMENT 4.00% 

4. 

SYSTEMS IN ITS NE 

SO? 

(T RATE APPLICATION. HAS THE COMPANY DONE 

The Company submits the following schedule of component depreciation rates 

for each of its Western Group systems: 

[Plant Account 

I I I  
I Number I 1 Description 1 I I Depreciation 

398 1 [MISCELLANEOUS EQUIPMENT 3.33% 

These component depreciation rates will be implemented prospectively based on 

the Decision in this proceeding. These rates have already been implemented in 

the Eastern Group. The pro forma depreciation expense adjustments for the 

Western Group described in Ms. Hubbard's testimony are based on these 

18 
,RATECASE\2004\TESTIMONY\KENNEDY!FlNAL~OSO3O4.DOC 
X:JRC 1 10:OZ 9/3/04 



I 
I 
I 
1 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

VI. 

Q. 

4. 

1. 

4. 

2. 

4. 

component depreciation rates rather than the presently authorized composite 

rate of 2.59%. 

Purchased Power and Purchased Water Adjustment Mechanisms 

DO THE COMPANY'S EXISTING TARIFFS AUTHORIZE ADJUSTOR 

MECHANISMS FOR ANY OF THE WESTERN GROUP SYSTEMS? 

Yes, they do. A Purchased Water Adjustment Mechanism (PWAM) is authorized 

for the Ajo system, which purchases all of its water from the Ajo Improvement 

Company. A Purchased Power Adjustment Mechanism (PPAM) is authorized for 

each Western group system. 

WHAT HAS BEEN THE EFFECT OF THESE ADJUSTOR MECHANISMS 

SINCE THE LAST RATE ORDER FOR THE WESTERN GROUP SYSTEMS? 

Although there have been both increases and decreases in the adjustment 

factors since the effective date of the last rate order in Decision No. 58120, 

considering the period from 1993 through 2003, the Western group systems' 

customers received an overall net rate reduction totaling $1 76,000. 

WHY DID THE COMMISSION DISCONTINUE THE EASTERN GROUP 

ADJUSTOR MECHANISMS? 

I am not sure. In the Company's Northern Group rate case, Decision No. 64282 

(December 28, 2001), the existing PPAM was affirmed. Since none of the 

Northern Group systems acquire all or a portion of their ongoing water supply by 

purchase, there is no PWAM required for those systems. 

In the Eastern Group rate case Decision No.66849 (March 19, 2004) the 

Staff, (but not RUCO) recommended that both the PPAM and PWAM be 

discon tin ued. 
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A. 

Q. 

A. 

DID THE STAFF CITE ANY BENEFITS TO THE CUSTOMERS OR THE 

COMPANY THAT WOULD BE ACHIEVED BY ELIMINATING THE EXISTING 

ADJUSTOR MECHANISMS? 

No. Staff did not. 

HAVE PREVIOUS COMMISSION DECISIONS ON THE COMPANY'S RATE 

APPLICATIONS RECOGNIZED ANY BENEFITS OF THE ADJUSTOR 

MECHANISMS AND CITED THEM AS REASONS TO KEEP THESE TWO 

ADJUSTOR MECHANISMS? 

Yes. Previous Commission decisions recognized the benefits of the Company's 

specific adjustor mechanisms under conditions of both increasing and decreasing 

costs. For example, the Commission has stated: 

"If purchased power and/or water costs are trending upward, 

gradually recognizing those increasing costs through incremental 

rate adjustments sends a more appropriate price signal to users and 

receives greater customer acceptance than the less frequent, but far 

larger, rate increases ... If purchased power and/or water costs are 

trending downward, S ta rs  proposal would delay the refund owing to 

customers." Decision No. 58120 (December 23, 1992) at 30. 

In an earlier decision, Commission also stated: 

"We still believe that AWC should have a PPAM, and it should be 

based on gallons pumped and not gallons sold. We recognize that 

this will not allow AWC to fully collect increased power costs but 

believe that this will serve as an incentive for AWC to minimize 

costs. ... As to the PWAM, we believe a similar type of pass-through 
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Q. 

A. 

VII. 

Q. 

4. 

7. 

4. 

mechanism, ... will provide sufficient incentive for A WC to hold down 

costs.” Decision No. 55069 (June 13, 1986) at 20-21. 

ARE THERE ANY OTHER COMPELLING REASONS WHY THE WESTERN 

GROUP ADJUSTOR MECHANISMS SHOULD BE CONTINUED? 

Yes. The current Commission has expressed concern over rate shock and has 

sought ways to minimize the impact of a needed rate increase on customer bills. 

On several occasions it has suggested that rates be “phased in” to reduce “rate 

shock”. The Commission has also sought ways to send more appropriate price 

signals to customers. As previous Commissions have recognized, adjustor 

mechanisms help to achieve both of these current Commission goals and the 

adjuster mechanisms should be continued in the Western Group. Eliminating the 

adjustor mechanisms currently in place would increase the variability of operating 

income and hence the Company’s perceived risk. 

WEIGHTED COST OF CAPITAL 

HOW IS THE WEIGHTED COST OF CAPITAL DETERMINED? 

The weighted cost of capital is determined by establishing the cost of the 

individual capital components and then calculating an overall cost weighted by 

each component‘s percent of the total capital structure and individual cost. The 

Company’s capital structure includes three components: Short-Term Debt, Long- 

Term Debt and Common Stock Equity. 

WHAT IS THE COST OF THE INDIVIDUAL COMPONENTS OF THE CAPITAL 

STRUCTURE? 

The cost of Short-Term Debt and Long-Term Debt is set forth on Schedule D-2. 
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4. 

P. 

Long-Term Debt costs are shown on lines 1 through 13. The Company's general 

mortgage bonds are listed by series with the annual interest and amortization 

on lines 1 through 7. The Company's computation of its Long-Term Debt cost 

shown on lines 8 through 13 is the approach adopted by the ACC in the 

Company's last three general rate cases and the method used by the Company 

in this proceeding. This method relies on a constant cost for each debt issue and 

then weights the cost of each individual issue by its percentage of the total debt 

outstanding. 

In summary, at the end of adjusted test year 2003, the Company had total 

Long-Term Debt of $22,200,000 at a weighted average embedded cost of 8.43%. 

The schedule also shows that at the end of projected year 2004, the amount of 

Long-Term Debt outstanding is expected to increase to $36,800,000 to help 

finance the cost to design, acquire, and install the required arsenic treatment 

facilities. 

At the end of adjusted test year 2003, the Company had no short-term 

debt outstanding. 

HOW DID YOU DETERMINE THE COST OF COMMON EQUITY? 

The cost of common equity was determined by Company witness, Dr. Thomas 

Zepp. I have used his cost of equity in computing the overall weighted cost of 

capita I. 

PLEASE EXPLAIN HOW YOU COMPUTED THE OVERALL WEIGHTED COST 

OF CAPITAL ONCE YOU DETERMINED THE COST OF THE INDIVIDUAL 

COMPONENTS. 
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4. 

1. 

Schedule D-1 , entitled "Summary Cost of Capital," sets forth the capital structure 

of the Company on lines 1 through 4 at the end of test year 2003, adjusted test 

year 2003 and the end of projected year 2004. It shows the components of the 

capital structure, the percent each item of capital bears to the total, the cost rate 

determined for each component of capital and the weighted composite cost for 

each component. The weighted composite cost of each component is added to 

arrive at the overall weighted composite cost on line 4 of 10.5% for adjusted test 

year 2003. 

Underneath the Total Company data, similar information is presented on 

lines 5 through 8 for the Western Group. The total capital amounts shown on 

Line 8 for End Of Test Year 2003 match the TY2003 unadjusted rate base from 

Schedule B-2 plus the allocated (three factor) Phoenix Office & Meter Shop. The 

Adjusted Test Year 2003 total capital is the capital structure necessary to support 

the adjusted test year 2003 OCLD rate base of $ 29,416,615 for the Western 

Group shown on Schedule B-I . 

In accordance with ACC requirements, this schedule also includes an 

analysis of the cost of capital of the Company at the end of projected year 2004. 

The figures contained in the column entitled "End of Projected Year 2004" 

indicate that the Company forecasts total invested capital in the Western Group 

will be $34,943,405 at December 31 , 2004. 

MR. KENNEDY, DO YOU HAVE AN OPINION AS TO WHAT WOULD BE A 

FAIR AND PROPER RATE OF RETURN FOR ARIZONA WATER COMPANY 

TO EARN ON ITS ADJUSTED OCLD RATE BASE? 
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VIII. 

Q. 

A. 

Yes, I do. It should be 10.5%, the weighted composite cost of capital computed 

on Schedule D-I. 

Rate Desian 

BEFORE ADDRESSING THE COMPANY’S PROPOSED TARIFF 

SCHEDULES, PLEASE EXPLAIN WHY THE COMPANY HAS NOT 

SUBMITTED ANY OF THE G SCHEDULES. 

The G schedules pertain to the cost of service. These schedules have been 

omitted from this filing, as they were in the recent Northern and Eastern Groups’ 

filings, because the Company does not charge different rates to different classes 

of customers. Instead, the Company’s monthly minimum charge is based strictly 

on meter size rather than on the type of customer receiving the service. There is 

also a single commodity charge for all gallons provided. Thus, the Company 

does not distinguish between residential, commercial, industrial and other 

classes of customers in rendering bills. Under these circumstances, a traditional 

cost of service analysis would provide little assistance in designing rates. In the 

procedural order, issued on August 1, 1995, in Docket No. U-1445-91-227, the 

ACC’s Chief Administrative Law Judge stated that the Company does not need 

to file a cost of service study (G schedules) if the Company does not intend to 

charge different rates to different classes of customers. In the recently 

concluded Northern Group rate case, Decision No. 64282 (December 28, 2001) 

a cost of service study was not required. Similarly, a cost of service study was 

not required in the Eastern Group rate case, Decision No. 66849 (March 19, 

2004). In this Western Group case, the Company is not proposing to deviate from 

its historic practice and, therefore, a cost of service study is not required, 
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4. 

3. 

4. 

DID THE RECENT EASTERN GROUP RATE DECISION DEVIATE FROM THE 

UNIFORM BLOCK RATE DESIGN PREVIOUSLY IN EFFECT? 

Yes it did. The ACC found ”...that the justification provided by Staff does not 

support its recommended rate structure in this proceeding. . . . accordingly we 

decline to adopt Staffs proposed inverted tier rate design in this proceeding.” 

Decision No. 66849 (March 19, 2004) p. 26. Staff was the only party that 

proposed an inverted tier rate design. Both the Company and RUCO proposed a 

uniform block rate design. Nevertheless, the ACC expressed its belief that an 

alternative inverted tier rate structure is a valid tool for promoting conservation by 

sending appropriate price signals to “heavier users” and adopted an alternate 

inverted tier rate design of its own. 

DOES THE COMPANY SHARE THAT BELIEF? 

The Company has not seen any evidence that an inverted tier rate design is the 

most effective rate design to encourage customers to conserve water while still 

reasonably meeting other rate design goals. 

WHAT RATE DESIGN IS THE COMPANY PROPOSING? 

The Company is proposing a uniform block rate design. 

WOULD YOU NOW DIRECT YOUR ATTENTION TO SCHEDULE H-I AND 

EXPLAIN THAT SCHEDULE? 

This schedule shows the revenue billed under present rates and the amount that 

would be generated by the proposed increase in metered water rates. No 

change in tariffs for public fire hydrants, miscellaneous, rents, or service 

establishment charges is being proposed. 
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A. 

Q. 

4. 

a. 

4. 

MR. KENNEDY, WOULD YOU NOW DIRECT YOUR ATTENTION TO PAGE 1 

OF SCHEDULE H-2 AND SUMMARIZE THAT SCHEDULE? 

This schedule is an analysis of revenue at present and proposed rates by 

meter size. It also shows the proposed revenue increase by meter size in dollar 

amount and percentage. The average number of customers derived from the 

bill count is also shown by meter size and in total. The general service 

tariffs, pursuant to which we provide water service, do not differentiate between 

residential, commercial, and industrial customers. The tariff only varies by meter 

size. These classifications are combined under the general classification of 

metered service. 

PLEASE TURN TO SCHEDULE H-3 AND DESCRIBE THAT SCHEDULE. 

This schedule presents a comparison of present and proposed general service 

tariffs and proposed changes. It shows the existing minimum charges by meter 

size, the number of gallons included in the minimum charges and the present 

and proposed commodity cost. 

The main purpose of the schedule is to provide a summary comparison of 

the Company's present and proposed rates as they relate to minimum charges 

for various size meters and the cost per 100 gallons of water. 

MR. KENNEDY, WILL YOU NOW DIRECT YOUR ATTENTION TO SCHEDULE 

H-4  AND BRIEFLY EXPLAIN THAT SCHEDULE? 

This is a bill analysis for the 518 x 3/4-inch meter rate comparing present rates, 

proposed rates and the mathematical calculation of the percentage increase at 

various consumption levels from zero through 25,000 gallons. 
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2. 

\. 

2. 

\. 

Using Casa Grande as an example, you will note the average 

consumption in gallons per bill is shown on line 19. In Casa Grande, customers 

served by 518 x 3/4-inch meters had an average consumption of 10,700 gallons. 

This is down from 11,547 gallons (7.3%) in the last Casa Grande rate case. 

Under the present rates, the customer using that amount of water would be billed 

$25.48. Under the Company’s proposed rates, the customer using the same 

amount of water would be billed $31.62, which is an increase of 24.1 percent. 

The same illustration and comments would be applicable to the other systems. It 

is a mathematical computation of present and proposed rates for the 518 x 3/4- 

inch meter at various levels of consumption. One should also note that the 

percent increase beginning with the first for 1,000 gallons of consumption, 

43.4%, is much higher than the zero consumption level. This occurs because the 

Company is eliminating the 1,000 gallons included in the existing minimum. If 

customers had been paying for the first 1,000 gallons in the existing rates, the 

43.4% increase would be 24.7% and the following percentage increases would 

also be lower. 

WHAT IS SCHEDULE H-ti? 

This is a separately bound set of billing determinants for each system, commonly 

referred to as a “Bill Count“. 

WOULD YOU NOW TURN TO SCHEDULE H-6 AND EXPLAIN THAT 

SCHEDULE? 

This schedule is representative of our existing general service tariffs and shows 

the change in the minimum and commodity charges the Company is proposing. 
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A. 

Q. 

A. 

2. 

4. 

TURNING NOW TO SCHEDULE H-7, WOULD YOU PLEASE EXPLAIN THIS 

SCHEDULE? 

This is a proposed coin machine service tariff (CM-266) that is being revised to 

reflect the rates being proposed for the Ajo, Stanfield and Coolidge systems. 

This tariff is necessary for small bulk sales to customers who haul water in lieu of 

having a meter set at their residence. The tariff specifies the number of gallons 

that the customer will receive for each quarter ($0.25) deposited. The number of 

gallons dispensed is based on the commodity cost plus relevant taxes. 

NOW PLEASE TURN TO AND EXPLAIN SCHEDULE H-8. 

This schedule is a revised service charge tariff, which extends the service 

charges approved for the Northern Group and Eastern Group systems in 

Decisions No. 64282 and 66489, respectively, to the Western Group systems. 

Those same revisions approved in those decisions are now being extended 

to the Western Group so that there will be a single service charge tariff for 

all Company systems. The revisions change item 6 by increasing the returned 

check charge to $25.00 and adds a new item I O ,  a late charge of 1.5%. 

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS MATTER, MR. 

KENNEDY? 

Yes, it does. 
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1. 

Q. 

A. 

Q. 

4. 

Q. 

4. 

2. 

ARIZONA WATER COMPANY 

Rebuttal Testimony of 

Ralph J. Kennedy 

Introduction And Purpose Of Testimony 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My Name is Ralph J. Kennedy. I am employed by Arizona Water Company (the 

“Company”) as Vice President and Treasurer. 

ARE YOU THE SAME RALPH J. KENNEDY THAT PREVIOUSLY PROVIDED 

DIRECT TESTIMONY ON THIS MATTER? 

Yes I am. 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rebuttal testimony is to respond to certain direct testimony 

submitted by the Arizona Corporation Commission’s (the “Commission”) Utilities 

Division Staff (“Staff”), the Residential Utility Consumer Office (“RUCO”) and the 

City of Casa Grande (“City”) in this rate proceeding. 

Specifically, the issues I will address include: 

Purchased Power and Purchased Water Adjustor Mechanisms 

0 Weighted Cost of Capital 

0 Rate Design 

City of Casa Grande Testimony 

HAVE YOU PREPARED ANY EXHIBITS AS PART OF YOUR PRESENTATION 

IN THIS PROCEEDING? 
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A. 

II. 

Q. 

A. 

Q. 

A. 

Q. 

4. 

2. 

4. 

Yes, I have prepared the following exhibits that are attached to this testimony: 

Exhibit RJK-R1 Staff Data Responses 

Exhibit RJK-R2 RUCO Data Responses 

Exhibit RJK-R3 Price Elasticity E-mail to Staff 

Exhibit RJK-R4 Eastern Group Price Elasticity 

Purchased Power And Purchased Water Adiustment Mechanisms 

HAVE BOTH THE STAFF AND RUCO RECOMMENDED THAT THE 

WESTERN GROUP POWER AND WATER ADJUSTMENT MECHANISMS BE 

ELI MI NATED? 

Yes, they have. 

DO YOU AGREE WITH THE STAFF AND RUCO RECOMMENDATION ? 

No. State agencies such as the Commission and the Residential Utility 

Consumer Office (IIRUCOI') should not make recommendations that disregard 

Arizona law authorizing purchased power and purchased water adjustment 

mechanisms. Recommendations of state agencies and their staffs should 

support not subvert State law and policies. 

ARE YOU SAYING THAT THERE IS A STATE LAW OR POLICY THAT 

SUPPORTS PURCHASED POWER AND PURCHASED WATER ADJUSTOR 

MECHANISMS SUCH AS THE MECHANISMS THE COMPANY HAS HAD IN 

EFFECT FOR OVER 20 YEARS? 

Yes, I am. 

WHAT SPECIFIC STATE LAW OR POLICY SUPPORTS PURCHASED 

POWER AND PURCHASED WATER ADJUSTOR MECHANISMS? 

A.R.S. 9 40-370.A provides: 
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2. 

4. 

1. 

4. 

r h e  Commission shall authorize water utilities to recover 

increases in specific operating costs by means of a surcharge on 
water sales and to reduce rates when those specific operating 

costs decrease. The operating costs that may be considered in this 

procedure are limited to specific, readily identifiable costs that are 

subject to the control of another person, including the cost of 

purchasing electricity or gas, the cost of purchasing water 

from another utility, municipality or district and the payment of ad 

valorem taxes or any similar tax or assessment levied on the water 

utility. The surcharge shall not exceed ten per cent of current rates. 

(emphasis added) 

ARE INCREASES IN THE COST OF PURCHASED POWER AND 

PURCHASED WATER WITHIN THE COMPANY’S CONTROL? 

No. The cost of CAP water is based on charges approved year-to-year by the 

Central Arizona Water Conservation District (“CAWCD”). Rates for power are set 

by the Commission in the case of the Company’s principal power supplier, 

Arizona Public Service Company, and co-op suppliers. The Company has no 

say in whether these rates go up or down. 

MR. LUDDERS TESTIFIED THAT THESE EXPENSES CONSTITUTE A VERY 

SMALL PERCENTAGE OF OPERATING EXPENSES. DO YOU AGREE? 

No I do not. The data in the Table that Mr. Ludders presented on page 8 of his 

direct testimony is inaccurate and misleading. Mr. Ludders compared the 

Company’s test year 2003 adjusted purchased power expense to total operating 

expenses as presented on the Company’s Schedule C-I. Unfortunately, 

however, Mr. Ludders’ Table was off by a multiple of 100, For example, Casa 

Grande’s purchased power expense is not .1202%, it’s 12.02%. Even if Ludders’ 

percentages were corrected, as the following Table does in the shaded column, 
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his comparison to total operating expenses misses the point of an adjust0 

mechanism. 

Table 1 

Purchased Power As A Percent Of Purchased Water As A Percent Of 
Operating 0 & M Operating Operating O & M  Operating 

System Expenses Expenses Income Expenses Expenses Income 

Ajo 1.01 % 8.50% 54.86% 54.86% 467.24% 
Casa Grande 19.40% 68.66% 1 1.92% 1 1.92% 42.20% 
Stanfield 30.17% 67.27% 0.00% 0.00% 0.00% 
White Tank 20.79% 64.56% 9.91% 9.91 % 30.78% 
Coolidge 7.34% 11.64% 96.69% 6.69% 6.69% 55.59% 

Ludders Corrected 

Purchased power or purchased water, as a percentage of total operating 

expenses does not provide meaningful information to a decision maker. A fai 

more relevant comparison is purchased power or purchased water as a 

percentage of total operating income, also shown in Table 1. As the Arizona 

Court of Appeals stated in RUCO v. ACC, 199 Ariz. 588, 20 P.3d 1169 (Az. App. 

2001): 

Automatic adjustment clauses are designed to ensure that utilities 

maintain a relatively constant profit despite an increase in a specific 

cost anticipated by the adjustment clause. An automatic increase 

allows a utility to recoup cost increases by passing the costs on to 

the customer, while at the same time maintaining the utility's net 

income. The same is true in the converse situation, that of an 

automatic decrease. The decrease in cost is passed on to the 

customer without disturbing a utility's profit. In essence, an 

automatic adjustment clause is designed to offset cost increases or 

decreases, leaving the utility's ultimate net income unchanged. 
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2. 

\. 

DO THE ADJUSTER MECHANISMS REQUESTED BY THE COMPANY 

SERVE THIS PURPOSE? 

Absolutely. The proposed purchased water and power adjustor mechanisms arc 

used to prevent erosion or expansion of authorized net operating incomc 

because of costs entirely beyond the Company’s control. In addition to a sudder 

large change such as the Company experienced when its San Manuel watei 

supplier increased the cost of water, several relatively small changes over time in 

a system’s purchased power or purchased water expenses can easily trigger the 

need for a general rate application. We have followed the approach outlined in 

A.R.S. § 40-370 with mechanisms that strengthen the financial capacity of the 

Company and reduce the cost of ratemaking. It is prudent, just and reasonable 

to retain the Company’s longstanding, Commission-approved existing purchased 

power and purchased water mechanisms. 

Weighted Cost Of Capital 

WHAT IS STAFF’S AND RUCO’S PRIMARY AREA OF DISAGREEMENT 

WITH THE COMPANY’S COST OF CAPITAL? 

The primary area of disagreement concerns the appropriate cost of common 

equity. The Company recommends a cost of common equity equal to 11.25%, 

which results in a weighted or composite cost of capital of 10.50%. In contrast, 

Staff recommends a cost of common equity of 9.1% and a weighted cost of 

capital of 8.9%, while RUCO recommends a 9.44% cost of common equity and a 

weighted cost of capital of 9.17%. See Ramirez Dt. at 34 and Schedule AXR-1; 

Rigsby Dt. at 44 and Schedule WAR-I. 

WHAT IS THE IMPACT OF THE PARTIES’ DIFFERENT COST OF CAPITAL 

RECOMMENDATIONS ON THE WESTERN GROUP’S REQUIRED INCREASE 

IN REVENUE? 
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A. 

2. 

4. 

2. 

The weighted cost of capital is used by all of the parties as the rate of return on 

the Company’s rate base. Staffs cost of capital reduces the required increase in 

revenue for the Western Group by $768,000, which is approximately 29% of the 

Company’s requested revenue increase. RUCO’s recommended cost of capital 

reduces the required increase in revenue for the Western Group By $639,000, or 

24% of the revenue increase! 

The Western Group must add arsenic treatment facilities this year to meet 

EPA’s January 26, 2006 deadline. As these facilities are placed in service later 

this year, the Company’s short-term debt will increase rapidly. The Company 

plans to seek bids and hopes to be able to issue $15 - $20 million of a new 

series of long-term bonds before year-end. The decision in this case will impact 

the Company’s ability to finance the arsenic treatment facilities as well as the 

cost of the new debt. 

WHAT RETURN ON EQUITY WAS AUTHORIZED IN THE COMPANY’S 

EASTERN GROUP RATE CASE IN 2004? 

In our Eastern Group rate case, Staff recommended a return on equity of 9.0%. 

That recommendation was based on the DCF model and the Capital Asset 

Pricing Model (“CAPM”) - the same finance models being used by Staff in this 

case. Staffs basic cost of equity, using its six ”proxy” publicly traded water 

utilities, was 9.2%. However, Staff recommended that this return on equity be 

reduced by 20 basis points to 9.0% based on Arizona Water’s capital structure. 

The Commission rejected this downward adjustment and authorized a return on 

equity of 9.2%. In this case, Staff is recommending a return on equity of 9.1%, 

which, if adopted, would be even lower than their return on equity authorized by 

the Commission in the Eastern Group case. 

MR. KENNEDY, ISN’T IT TRUE THAT INTEREST RATES HAVE 

DECREASED DURING THE PAST FOUR YEARS, JUSTIFYING A LOWER 

. 

RETURN ON COMMON EQUITY IN THIS CASE? 
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A. 

Q. 

A. 

Q. 

A. 

No. While it is true that interest rates have declined, they generally reached theii 

low point in mid-2003, when Staff and RUCO prepared their testimony in the 

Eastern Group case. Since that time, interest rates have been increasing, anc 

as Dr. Zepp explains, interest rates are forecasted to continue in increase ovei 

the next year. Considering the relationship between interest rates and the cosi 

of equity, the cost of equity should be increasing. Staffs recommendations, 

however, are stagnating around 9%, as this case and Chaparral City Watei 

Company’s pending rate case demonstrate. As stated, Staff recommended a 

return on equity of 9.1% in this case and 8.9% for Chaparral City. It is my view 

that the particular versions of the finance models used by Staff are designed to 

depress the cost of equity for Arizona utilities. 

DO YOU AGREE THAT SPECIFIC COMPANY RISK NEED NOT BE 

CONSIDERED? 

No. I have never met an investor who believes that researching the specifics of a 

company before investing in it is unnecessary because of holding a diversified 

portfolio. Actual investors seek to minimize their risks and maximize their 

returns, both by diversification and by research on the risks and returns of 

individual companies. The research can take many forms such as relying on a 

broker to sift out and recommend the best investments, by independent 

fundamental analysis, by studying various rating and analysis reports on 

potential investments such as those produced by Value Line, Morningstar or 

Standard & Poors. In addition large investors frequently are able to visit the 

companies they are interested in and meet with management to learn more 

about a particular company. 

MR. KENNEDY DOES THE MARKET PRICE UNIQUE RISK? 

Yes it certainly does. The answer to this question should be as obvious as the 

fact that when the price of water goes up, the quantity demanded will go down. 

Any attentive market observer can see the market price of individual companies 
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being repriced for unique risks as they become known to the market. Here are 

some recent and massive repricing examples that occurred due to a change in 

perceived risk. 

0 "Due to the ongoing probes into its accounting, AIG delayed the 

filing of its annual 70-K financial report-which was due last week to the SEC-  

and its stock has plummeted recently amid speculation a major readjustment 

could be announced." 

http://www.nationalunderwriter.co~p~dcndc/nuonline/0328O5/p 12taking;thefifth.a~~ 

0 Some of the nation's largest insurance companies are accused in 

Spitzer's suit of steering contracts and bid rigging, including AIG, ACE (ACE), 

The Hattford (HIG) and Munich American Risk Partners. Other insurance 

companies are being investigated in a scheme thaf Spitzer said raises 
.. everyone's insurance premiums. 

Wall Street reacted harshly Thursday, wiping out more than $26 

billion in market value of the four companies traded in the USA. Munich is a 

subsidiary of Germany's Munich Re. Marsh and others named in the complaint 

said they are cooperating with Spitzer (USA Today, October 75, 2004). 
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7. 

4. 

Obviously, in the real world, unique, specific company risks are priced by the 

market. They should not be ignored when estimating the cost of equity. 

WHAT UNIQUE SPECIFIC RISKS SHOULD BE CONSIDERED IN ARRIVING 

AT THE COMPANY’S COST OF EQUITY? 

The Company is more risky than the water utilities sample and thus its required 

common equity return is higher. The Company faces the following specific risks, 

as discussed in Zepp DT at 9-10. 

1. The Company faces risk that stems from the use of an 

historical test year with limited opportunities for out-of- 

period adjustments. While many regulators use future 

test years, the Arizona Commission has discussed 

limiting the pro forma adjustments allowed to a historical 

test year. 

2. The Commission eliminated its PPAM and PWAM in the 

Eastern Group. Such purchased power cost and 

purchased water cost adjusters are similar to ones 

available to the water utilities sample and thus the 

Company is now more risky than the water utilities 

3. The Company’s arsenic treatment cost recovery 

mechanism (“ACRM”) does not provide the opportunity 

to recover all costs of meeting the new federal arsenic 

MCL. 

4. The Company faces risk due to the Commission’s 

proposed policy that Staff consider the appropriateness 

of an inverted three-tiered commodity rate structure for 

all water company rate cases to encourage reductions in 

water use without any recognition of the revenue lost 
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3. 

4. 

v. 

a. 

through the reduction in water use which will reduce 

revenues and increase their volatility. 

Mr. Zepp concluded that based on the above risks that are greater for the 

Company than for the water utilities sample, the Company has an equity cos1 

that is at least 50 basis points higher than the benchmark water utilities. Staffs 

proposal to deny recovery of the Company’s CAP cost is a further risk factor. 

HOW DO THE RESULTS OF STAFF’S FINANCE MODELS COMPARE TO 

ACTUAL RETURNS ON EQUITY? 3 

The results of Staffs model are definitely lower than the returns being earned by 

the sample water utilities. 

Water Utility 

American States 

Aqua America 

California Water 

Connecticut Water 

Middlesex Water 

SJW Corp. 

Average 

1 I .4% 10.08% 

9.8% 9.7% 

11.4% 12.7% 

8.3% 10.0% 

11.3% 9.9% 

10.0% 10.4% 

AUS Monthly Utility Report (April 2005). Staffs recommendation is below what 

its sample water utilities are actually earning on average, and below what they 

are authorized to earn on average. 

When combined with the additional risk faced by the Company, it is 

apparent that the recommendation of Staff, as well as that of RUCO, does 

meet the financial integrity, capital attraction and comparable earnings criteria for 

setting just and reasonable rates established by the courts. 

Rate Design 

HOW DID STAFF EXPLAIN ITS PROPOSED THREE-TIER RATE DESIGN? 
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A. 

Q. 

A. 

Staff did not explain it except for the following very general and vague sentencc 

on lines 15 through 18 of Mr. Ludders’ direct testimony: 

“Because of the ever-increasing demand for a finite resource, innovative anc 
more complex rate structures are being proposed nationwide and internationall) 
in an attempt to properly affect consumer choices.” 

Staff fails to show how its arbitrary three-tier rate design is “innovative” or how i 

is expected to deal with “ever-increasing demand.” In fact, there is no explanatior 

of what Staff expects its rate design to achieve. In past cases, Staff has admittec 

that its tiered rate designs would not reduce water consumption, i.e. have a 

conservation effect, Brown Data Response 2.4 in Docket No. W-01445A-00- 

0962; Thornton, Dt at 6 (Exhibit S-40) in Docket No. W-O1445A-02-0619, and it is 

unable or unwilling to develop a required price elasticity adjustment to accounl 

for the revenue that would be lost if its rate design actually resulted in 

conservation through reduced water sales. Mr. Ludders’ testimony provides no 

adequate support for Staffs recommendation that all 5/8” x 3/4” customers 

receive a large usage discount that is less than the current rate. This discounted 

water recommendation undermines the effect of reducing the 1,000 gallons of 

free water in the minimum. 

WHY DIDN’T THE COMPANY PROPOSE A THREE TIER RATE DESIGN AS 

PART OF ITS DIRECT CASE? 

The Company has seen no data or evidence that three tier inverted block rates 

are the best way to use rate design to achieve water conservation, particularly for 

investor owned water utilities in Arizona. Staffs understanding and ability to 

design tiered rates appears to be evolving, but continues to have notable short- 

comings: 
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1 

Staff fails to recognize and adjust rates for price 

elasticity. 

Staff fails to provide any protection to the Company for 

the increased revenue volatility that results from the 

tiered rate design. 

Staff fails to justify an intentional subsidy in pricing 

the first block of water for the, 5/8" x 3/4" meter size. 

Inequitable rates for the larger meter sizes. 

0 

0 

0 

Q. 

A. 

WHAT ABOUT RUCO'S RECOMMENDED RATE DESIGN? 

RUCO's rate design mimics the design the Staff proposed two years ago in the 

Company's Eastern Group proceeding and it suffers from the same short- 

comings of that earlier design. 

I ASSUME, MR. KENNEDY, THAT THE RATE DESIGN BEING PROPOSED 

BY STAFF WILL RESULT IN REDUCTIONS IN WATER USAGE. 

Staff doesn't know if it will or not. The Company, in a data request, asked Staff 

to provide an estimate of the reduction in water use resulting from Staffs 

proposed rate design as well as the reduction in revenue that would result from 

reduced water usage. Staff responded to that data request by stating: 

Q. 

4. 

"It is possible that an increase in rates, be it single tier or 
a triple tier will result in reductions in water use. Staff has 
maintained that water usage effects of an inverted 3-tier 
rate design are long-term. In the short-term, Staff does not 
expect, any change will not be known and measurable [sic].,' 
Rebuttal Exhibit RJK-R1, DR 2-17 

That answer is consistent with the testimony provided by Staff rate design 

witnesses in the Company's prior Eastern Group and Northern Group rate cases. 

In each of those cases, the Staff witness admitted that it is unclear whether 
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Q. 

4. 

Staffs proposed rate design would have any impact on water usage, and the 

Staffs rate design was rejected. 

WOULD YOU PLEASE ELABORATE ON YOUR DISCUSSION OF THE 

SHORT-COMINGS IN STAFF’S AND RUCO’S RECOMMENDED RATE 

DESIGNS? 

Certainly. The most fundamental and significant failure is the absence of an 

adjustment for price elasticity. The Commission’s stated objective for tiered rates 

is to reduce water consumption. For example, Staffs Proposed Policy For Water 

System Tiered Rate Design, which is available on the Commission’s web site 

states: 

“Pricing/rate design is the Commission’s primary means of 
encouraging conservation. The Commission can do this by 
implementing inverted block rates, Le., tiered rates.” 

Unfortunately while espousing the water saving aspect of inverted tiered rates, 

Staff and now RUCO fail to look at the other side of the coin: the amount of 

expected revenue that is lost when consumption decreases due to the tiered 

rates. 

Numerous economic studies show that the demand for potable water is 

price inelastic. This means that there is a reduction in use when prices go up, 

but the percentage reduction in use is less than the percentage increase in price. 

This undeniable fact forms the rationale for tiered rates. It also demands that 

rate analysts consider and adjust for the effects of price elasticity, namely, lower 

water sales and lower revenues than assumed by Staffs and RUCO’s rate 

design. 

WHAT STUDIES DID STAFF PERFORM IN CONNECTION WITH 

DEVELOPING ITS PROPOSED RATE DESIGN IN THIS CASE? 
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A. Staff performed no studies or other analysis. In response to Company dati 

requests, Staff admitted that it did not perform a cost of service study or simila 

analysis in connection with developing its proposed rate design. Exhibit RJK-R1 

DR 2-14. Moreover, Staff failed to conduct a billing analysis and study of tht 

impacts that its proposed rate designs would have on various customers. Id. DF 

2-15. Finally, Staff has admitted that it failed to conduct an analysis of possiblc 

consumption and revenue impacts in connection with developing its proposec 

rate design. Id. DR2-16. In fact, when asked by the Company whethel 

customers at average monthly usage and median monthly usage, served b) 

meters other than 5/8" x 3/4" would experience an increase in their utility bills 

Staff was unable to provide an answer. Id. DR 2-21. In other words, Staff made 

absolutely no effort to evaluate the impact of its rate design on customers, and 

has no idea of the impact of its rate design on either the Company or its 

,. 

customers. 

a. 

i. 

MR. KENNEDY IN THE LAST TWO COMPANY RATE CASES AND IN 

STAFF'S CURRENT PROPOSED RATE DESIGN HAVE THE EFFECTS OF 

PRICE ELASTICITY BEEN DOCUMENTED AND ADDRESSED? 

No. Staff did not address price elasticity in the Company's Northern Group case. 

"Staff has no data on the price elasticity of characteristics of 
customers. Therefore, a reduction in consumption and due to 
tiered rates is not expected." (Brown, DR 2.4). 

In the more recent Eastern Group case Staff concluded, without any 

supporting evidence (Thornton Dt at 6): 

Economists would say that water is "price inelastic.'' Therefore, 
Staff did not make any changes to test year bill counts in 
conjunction with the three tiers. 
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This statement is strongly contradicted by the National Regulatory Research 

Institute ("NRRI"). One of the very rate design manuals that Staff relies on to 

develop rates, the NRRl 1990 Cost Allocation and Rate Design for Watei 

Utilities, describes price elasticity as follows on page 31. 

In economics, demand is viewed as the inverse relationship 

between price and quantity consumed. The price elasticity of 

demand measures the percentage change in quantity demanded in 

response to a percentage change in price. That is, price elasticity 

measures the sensitivity of quantity consumed to price changes. 

Estimating price elasticity is an important component of 

demand forecasting and revenue projection. If a rate change is 

anticipated, its effect on demand and revenues must also be 

anticipated by utilities and their regulators. (emphasis supplied) 

The need for a price elasticity adjustment is widely recognized and 

undisputed by the two most influential organizations that perform research and 

provide books and classes on rate design. Both the NRRl and the American 

Water Works Association ( "AWA")  emphasize the importance of utilizing price 

elasticity effects in designing rates. 

According to the A W A ,  estimating price elasticity is an important 

component of water revenue forecasting and rate design. If a rate change is 

anticipated, the water utility must consider its effect on usage and revenues. 

Where it is not cost-effective for water utilities to conduct demand studies, 

results of existing research can be used to develop benchmarks for 

estimating the usage effects of rate changes. Demand forecasts should 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Q. 

A. 

2. 

4. 

2. 

account for price effects on use as an essential element in developing accurate 

revenue forecasts , ' 
MR. KENNEDY ARE YOU AWARE OF ANY RESEARCH THAT COULD BE 

USED TO ESTIMATE THE USAGE EFFECTS OF RATE CHANGES AS THE 

AWWA RECOMMENDS? 

Yes, I am. The Governor's Drought Task Force included the following discussion 

of price elasticity in its June I O ,  2004 draft: 

Beecher's reviewed over 100 studies of the price elasticity of 

demand with the following conclusions (Beecher 1994). 

0 The most likely range for elasticity of residential water demand 

is -.20 to -.40, meaning a 10 percent increase in price lowers 

demand by 2 to 4 percent; and 

The most likely range for elasticity of industrial water demand is 

-50 to -.80, meaning a 10 percent increase in price lowers 

demand by 5 to 8 percent. 

0 

WAS THE STAFF AWARE OF THESE WIDELY ACCEPTED PRICE 

ELASTICITY ESTIMATES? 

Yes, they were. I sent an email to three members of the Staff on November 23, 

2004 that included the same information as referenced above. A copy of that 

email is reproduced as Exhibit RJK-R3. 

DOES THE COMPANY HAVE ANY DATA FROM ITS OTHER SYSTEMS TO 

SUPPORT YOUR TESTIMONY? 

American Water Works Association, Princijies of Wafer Rates, Fees, and Charges, Fifth Ed., 157-160 

wmxsNw4-wEsmw GROUP\REBVTTAL m n M o m w w m m . u - w ~ w t m m  17 
WG& I 1422 511m 
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4. 

2. 

L. 

Yes. The Commission imposed a three tier inverted block rate design for each o 

the eight systems in the Company's Eastern Group in Decision No. 66849 (Marct 

19, 2004), without any price elasticity adjustment. The Company accumulatea 

billing data beginning with April 2004, the first full month the new rates were in 

effect, through March 2005. This enabled us to make an estimate of the price 

elasticity of demand. 

The Eastern Group increase per customer was 12.23% and the change in 

consumption per customer was -7.00% resulting in a price elasticity of -57, as 

shown above and calculated on Exhibit RJK-R4. The Company's actual 

experienced price elasticity is within the ranges predicted by Beecher. 

WOULD YOU PLEASE EXPLAIN YOUR CONCERNS OVER THE FAILURE OF 

STAFF AND RUCO TO ADDRESS THE INCREASED REVENUE VOLATILITY 

THAT WILL RESULT FROM THEIR RATE DESIGNS? 

Yes. The increased revenue volatility caused by tiered rates is a serious 

concern. In AWWA's rate design manual, the following Revenue Stability 

discussion is presented under the Advantages and Disadvantages of Increasing 

Block Rates. 

Increasing block rate structures tend to result in more revenue 

volatility than other rate designs (Le. decreasing and uniform block 

rates). This revenue volatility is because an increasing block rate 

anticipates recovering a proportionately greater percentage of the 

customers class's revenue requirement at higher levels of 
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consumption. These higher levels of consumption tend to be more 

subject to variations in seasonal weather and, when coupled with a 

higher unit pricing, customers tend to curtail consumption in these 

higher consumption blocks. As a result, a utility implementing an 

increasing block rate structure is advised to have a good 

understanding of the distribution of water demand by customer 

class and of price elasticity of demand.2 

Staff (and RUCO) continue to ignore this short-coming of their rate design 

proposals exposing the Company to lost revenue, more volatile net operating 

income and eroding financial health. 

Q. HOW COULD THIS PROBLEM OF INCREASED REVENUE VOLATILITY BE 

ADDRESSED? 

4. The AWWA manual recommends the following solution to the revenue volatility 

problem. 

"A utility concerned about adverse revenue effects resulting from an 

increasing block rate design might consider developing a reserve, 

often referred to as a stabilization fund. A stabilization fund 

allows a utility to draw on the fund balance during revenue 

shortfalls that result from lower than expected consumption." 

However, inverted block rates are not as well suited for a regulated water utility 

as they are for a municipal water utility. This is especially true if the regulated 

water utility's rates are based on a historical test year, as compared to a 

municipal utility that bases its rates on future budgeted and planned construction. 

A municipality can justify higher commodity revenue and rates by considering the 

ibid, pl00 

ibid, 100 
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revenue stream required to fund its five year construction estimates rather than 

limiting the increase to a return on an historical rate base. In other words, a 

municipality's rates will generally be based more on future marginal costs than 

historical costs. It is also easier for a municipality to handle the volatility in 

revenue resulting from inverted tiered rates by establishing a reserve fund to deal 

with revenue shortfalls, a stabilization fund, 

In any case, continuing to ignore this problem when tiered rates are 

imposed on regulated water utilities to encourage water conservation weakens 

their financial capability and increases risk by decreasing revenue stability and 

thereby increases the volatility of their net operating income. 

WHAT ABOUT THE SUBSlDY IN THE PROPOSED RATE DESIGNS 

OFFERED BY THE OTHER PARTIES? 

Staff and RUCO provide an unreasonable and discriminatory discount to all 

customers receiving service with a 5/8" x 3/4" meter. During the 2003 test year, 

Casa Grande customers receiving service with a 5/8" x 3/4" meter received 

149,713.6 MGal of water at no charge due to the 1,000 gallons allowed in the 

minimum at no cost. Consistent with its Northern Group and Eastern Group rate 

designs, the Company proposed to eliminate this "free water'' allowance. Neither 

Staff nor RUCO objected. Instead, though, Staff and RUCO now propose to 

provide discounted water to this group of customers. Staffs Casa Grande 

discount is priced 16.7% less than the rate levels proposed for the second block 

and is applied to 422,457.7 MGal or 25% of the total consumption by this group 

of customers, as illustrated on the second line of the following table. In Casa 

Grande, Staffs proposed discounted rate is only 75% of the $1.559 rate that 

these customers have been paying since January 1, 1993. Customers taking 
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service with a 5/8" x 314" meter and using up to 250,000 gallons per month will 

receive 3,000 gallons of discounted water! 

Cost Of Staffs !j/r x 34'' Discount On 3,000 Gallons 

40 17,8052 42.4% a4.50 MGal(-18.2%) $ 80,123.40 206% 

casa Grande 422,457.7 25.0% @ 1.25 MGal(-16.7%) 105,614.43 40% 
6,642.90 27.3% @ 2.00 MGal (-28.6%) 13,285.80 355% 

white Tank 41,943.6 21 5% @ 1 .!XI MGal (-33.3%) 62,915.40 190% 

% of staffs 
Discounted MGal % of Size Consumption costofDiscount Noi Deficiency 

Stanfield 

Coolidge 91,590.3 26.4% Q 1.25 MGal(37.5%) 114,487.88 151% 

Total Cost Of Discount $376,426.90 90.3% 

a. 

i. 

2. 

L. 

WHAT IS THE IMPACT ON REVENUE OF OFFERING THIS DISCOUNTED 

RATE TO 5/8"X 3/4"CUSTOMERS? 

This discount for all 5/8" x 3/4" customers in the Western Group reduces the 

revenue provided by customers with this meter size by $376,426.90. To put this 

dollar discount in perspective, it represents 90.3% of the total Western Group Net 

Operating Income Deficiency Staff calculated and reported on line 6 of Schedule 

REL -1. The cost of this discount will be recovered from the larger size meters. 

ARE THERE ANY OTHER PROBLEMS WITH STAFF'S PROPOSED RATE 

DESIGN? 

Yes. Staffs break-over point between the first and second commodity rate 

blocks for customers served by 5/8" x 3/4" meters is set at only 3,000 gallons. 

The commodity rate applicable to usage in the initial block is substantially less 

than the Company's existing commodity rate. Moreover, the commodity rate 

applicable to usage in the second rate block is also less than the Company's 

existing commodity rate. As a result, Staff is effectively proposing a misguided 
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Q. 

4. 

“lifeline” rate rather than a conservation-oriented rate for customers on 5/8” x 3/4“ 

meters. 

WHAT IS A “LIFELINE” RATE? 

By definition, a lifeline rate is intended to provide a minimum volume of water 

service at a substantially reduced cost to residential customers who find it difficult 

to afford water service due to their income levels. With respect to that type of 

rate design, the A W A  provides the following recommendations: 

First, lifeline rates should be offered only to residential customers who 

meet certain income eligibility requirements. The reason for this 

recommendation is obvious: discounted rates are contrary to basic cost of 

service principles and are not economically efficient. Discounted rates produce a 

subsidy that must be recovered by means of higher rates from the remaining 

customers. Those customers then pay more than the cost of service. 

Second, the A W A  states that lifeline rates and similar types of 

discounted rates should not be considered unless the local cost of water service 

is high relative to other, similar water utilities, or where a significant percentage of 

residential customers are believed to be unable to afford water service. 

Third, the A W A  states that lifeline rates and similar types of discounted 

rates should not be used in areas where there are water shortages or where 

water use is a concern. The A W A  states that the use of lifeline rates “may 

encourage greater use among the eligible customers and therefore be 

inconsistent with the need to reduce water consumption. In this case, the 

benefits to customers whose water cost might be reduced would have to be 

weighed against water use concerns.” Id. at 11. The A W A  also states that 

these types of discounted rates “provide no conservation or water reduction 

UUTECASEWO-WESTERN GROURREBWM l € S T l M o ~ ~ 0 ~ B W ~ ~ F l N A L - 0 5 1 3 0 5 . ~  22 
N0.X 1 1457, MMS 



incentive to those that receive the subsidy. Since water is sold below cost, the 

pricing incentive to reduce consumption is-lessened, The impact on..demand 

should be carefully considered in areas where water supplies are scarce.” Id. at 

13. 

REFERRING TO MR. LUDDERS’ DIRECT TESTIMONY, CAN YOU PROVIDE Q. 

A SPECIFIC EXAMPLE THAT ILLUSTRATES THIS PROBLEM? 

A. Yes. Please refer to Schedules REL-15 and REL-16 for the Coolidge water 

system, which are attached to Mr. Ludders’ direct testimony. Page I of Schedule 

REL-15 sets forth Staffs proposed commodity rates and break points for 

customers served by 518” x 3/4” meters. At present, the Company charges 

$2.092 per 1,000 gallons (with 1,000 included in the monthly minimum service 

charge). Under Staff‘s proposal, the commodity rate for all usage up to 3,000 

gallons would be only $1.25 per 1,000 gallons, while the commodity rate for all 

usage between 3,000 gallons and 10,000 gallons would be $2.00 per 1,000 

gallons. In the upper rate block, applicable to usage in excess of 10,000 gallons, 

Staffs proposed commodity rate is $3.00 per 1,000 gallons. 

Q. HOW WILL THE SUBSIDY CREATED BY STAFF’S RATE DESIGN BE 

RECOVERED? 

A. As the A W A  manual on Alfemafive Rates indicates, the subsidy must be 

recovered from customers on larger meters. In order to determine the magnitude 

of this subsidy, the Company asked Staff in a data request to provide the rate of 

return on rate base for each meter size based on Staffs proposed rate design 

and recommended revenue. In its response, Staff stated that it could not provide 

this information because it failed to perform a cost of service study in RJK-R1, I 
DR 2-14. 
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Q. 

A. 

In short, although Staffs understanding and ability to design tiered rates 

appears to be evolving, it still has several notable short-co-mings: - 

0 

0 

A failure to recognize and adjust rates for price elasticity. 

A failure to provide any protection to the Company for the increased 

revenue volatility that results from the tiered rate design. 

An intentional subsidy in pricing the first block of water for the 5/8" x 

314" meter size that penalizes customers on larger meters. 

0 

WHAT ABOUT RUCO'S PROPOSED RATE DESIGN? 

RUCO's two-tier rate design also has serious short-comings. Specifically, RUCO 

has repeated Staffs earlier mistake in the Company's Eastern Group rate 

proceeding by applying the same blocking factors to each Western Group system 

and all meter sizes within each system. Thus, RUCO proposes to price the first 

4,000 gallons at the lower first block price and prices all consumption greater 

than 4,000 gallons at the higher second block rate. As I explained in my rebuttal 

testimony in the Eastern Group proceeding, this shifts a greater percentage of 

the larger meter sizes consumption into the higher priced second tier, but it fails 

to project any reduction in sales to customers with those larger meters. 

RUCO's rate design with uniform break points prices 32% of the Casa 

Grande system 5/8" x 3/4" consumption at the lower first block price of 

$I.OO/MGal and the remainder at the second block price of $1.59/MGal. 

Applying the same blocking to the 2" meter size results in only 2% of 

consumption being priced at the lower first block price of $1.00 MGal and 98% 

being priced at the higher second block price of $1.59. For the 6" meter size 

99.86 of the consumption is priced at the higher second block price of $1 59. This 

same effect occurs in every Western Group system for all meter sizes greater 
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Q. 

A. 

Q. 

A. 

V. 

Q. 

A. 

than 5/8" x 3/4". This is clearly discriminatory and RUCO's proposed rate design 

should berejected. - -  __ 

HOW DO YOU RECOMMEND THAT THE REMAINING SHORT-COMINGS OF 

STAFF'S TIERED RATE DESIGN BE ADDRESSED? 

Both price elasticity and the heightened revenue volatility need to be addressed 

either by modifying Staffs tiered rate design directly to make up for the revenue 

loss or by providing some other mechanism. The increased revenue volatility 

could be addressed through a stabilization fund as A W A  suggests or by 

providing a specific rate of return increase. The best solution would be to 

continue the Company's cost of service based rate design until Staff completes a 

tiered rate design model that specifically addresses price elasticity and revenue 

volatility to eliminate the remaining short-comings of its current proposed model. 

DID RUCO PREPARE A COST OF SERVICE STUDY, OR OTHERWISE 

PERFORM AN ANALYSIS OF THE IMPACTS OF ITS PROPOSED RATE 

DESIGN? 

No. RUCO did not perform any of the studies necessary to support its departure 

from the Company's proposed rate design, in Exhibit RJK-R2. 

City Of Casa Grande 

HAVE YOU REVIEWED THE DIRECT TESTIMONY OF MR. EDWARD 

HARVEY ON BEHALF OF THE CITY? 

Yes, and there are several aspects of Mr. Harvey's testimony I wish to respond to 

in my rebuttal testimony. To begin with, Mr. Harvey suggests (at page 5 of his 

direct testimony) that any cost savings resulting from the repurchase of an 

arsenic treatment demonstration facility be used to reduce the costs of arsenic 

treatment in other areas served by the Company. Although the Company was 
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7. 

4. 

1. 

L. 

awarded two EPA demonstration projects in its Sedona system, part of ou 

Northern Group, those awards were based on system specific criteria. Moreover 

I believe that the Commission, in keeping with its longstanding policy, will require 

that cost savings (or cost increases) in any one system be retained in thai 

system. This was certainly the message of the Commission when it approvec 

the Northern Group ACRM and found that "customers in the Sedona system 

should not subsidize the costs of Rimrock customers." Decision No. 66400 

(October 14,2003) at 22. 

WHAT OTHER COMMENTS DO YOU HAVE IN RESPONSE TO MR. 

HARVEY'S DIRECT TESTIMONY? 

Mr. Harvey expresses concern (at page 5 of his direct) over whether the 

Company's lease versus buy decisions will be made in the best long-term interest 

of its customers. Frankly, I think Mr. Harvey lacks sufficient knowledge of the 

background and testimony of the Phase II portion of the Northern Group Rate 

proceeding and the resulting Decision No. 66400 to support his concerns. The 

City was an intervenor in both phases of that proceeding. As part of the 

Commission's order approving the Northern Group ACRM, the Company was 

ordered to file a general rate case (for all three of its operating groups) no later 

than September 30, 2007 based on test year 2006. In that case, Staff, and any 

other party, will have the opportunity to review the prudency of the Company's 

lease versus buy decisions. 

WHAT ABOUT MR. HARVEY'S CONCERNS OVER THE COSTS OF 

FINANCING ARSENIC TREATMENT FACILITIES? 

Mr. Harvey also testifies (at page 5) that the Company might have been able to 

obtain lower cost financing if municipalities, like the City, played a larger role. It 
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is not clear what role Mr. Harvey envisions for the City, but the Commission has 

already found that the Company has made r-asonable efforts 10 investigate the 

availability of grants and loans for arsenic treatment facilities and expressed its 

expectation that the Company continue to monitor the availability of all grants 

and financing sources in order to mitigate the rate impact on its customers. 

Decision No. 66400 at 17. 

3. 

1. 

IS THE COMPANY CONTINUING TO MONITOR FINANCING OPTIONS? 

Yes. Unfortunately, with respect to WIFA, specifically mentioned by Mr. Harvey, 

there simply isn't sufficient funding to meet all the requests for assistance 

financing arsenic treatment facilities. The Company investigated the availability 

of grants and loans for financing installation of arsenic treatment facilities through 
.. 

Internet searches and a meeting and discussion with WIFA. 

On its own, prior to the Commission's directive, the Company had 

applied for eligibility to participate in the EPA's Treatment Technology Research 

Demonstration program for all of its water systems where arsenic levels 

exceeded 10 ppb including the Company's Casa Grande system. EPA has built 

10 full-scale demonstration plants nationwide in the first phase of this program. 

Two of the first phase demonstration plants were built in the Company's Northern 

Group, one in the Rimrock water system and the other in the Valley Vista water 

system that is within the Sedona system. At the conclusion of the demonstration 

project the Company may acquire the facility at a significant cost savings. 

The Company also met with representatives of WIFA, the agency thai 

administers the Drinking Water State Revolving Fund for Arizona, to obtain 

information on the availability of grants and loans for arsenic treatment facilities. 

WIFA provided information to the Company on the potential sources of grants 
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and loans and eligibility criteria. Even though WIFA identified eight sources for 

grants or loans for arsenic treatment facilities, - seven have __ restrictions that 

disqualify the Company. The disqualifying restrictions include population, 

geographic and income levels. Based upon our discussions with WlFA and 

review of the eligibility criteria, it appears that the Company would not qualify for 

seven of the programs. 

The Company, as well as other investor owned water utilities, is eligible to 

apply for a WIFA loan. WIFA loan requirements, however, conflict with the 

Company's organization and operations. WIFA loans are granted to single 

system utilities for a specific project and generally have shorter 5 to 6 year 

maturities than the Company's existing long-term debt, which is issued for 25 to 

30 years. The .loans are not designed for a multi-system utility with centralized 

financing and accounting. They are markedly different from the Company's 

existing financing and accounting methods because WIFA evaluates the 

borrower on a system basis and requires that rates that will support the loan 

must be approved prior to the award. WlFA loan proceeds are provided on a 

draw down basis that requires payment of the vendor's invoices by WlFA instead 

of the Company. Historically, the Company has combined all of its annual 

21 )I construction projects into a series of one-year loans that would be repaid with the 
22 

23 
proceeds of a periodic long-term bond issue. The Company's accounting is 

based on direct payments to its vendors. Also, WIFA's standard administrative 

requirements are not workable for the Company. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY MR. KENNEDY? 

24 

25 
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27 

28 

Q. 
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A. Yes, it does. I would note, though, that my silence on any issue raised o 

recommendation made by Staff, RUCO, or the City should not be taken as thc 

Company’s acceptance of such issue or recommendation. 
__ - ___.___ - .- - - _ -  - 
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ARIZONA CORPORATION COMMISSION STAFF’S RESPONSE 
TO ARIZONA WATER COMPANY’S SECOND DATA REQUESTS 

Docket Nos. W-01445A-04-0650 

May 9,2005 

2- I4 Did Staff perform a cost of service study or similar analysis in connection with 
developing its proposed rate design for each Western Group systcm? I f  your answer is in 
the affirmative, please provide copies of all studies, reports, work papers, published 
materials and other’documents that Staff has used in connection with developing its 
proposed rate design. 

Staff Response: No 

Response by: Ronald Ludders 

I 

I 
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ARIZONA CORPORATION COMMlSSlON STAFF’S RESPONSE 
TO ARIZONA WATER COMPANY’S SECOND DATA REQUESTS 

Docket Nos. W-01445A-04-0650 
I 

I 
May 9,2005 

2- 15 in connection with developing its proposed rate design for each Western Group system, 
did Staff conduct a billing analysis and study of the impacts that its proposed rate designs 
would have on various customers? If your answer is in the affirmative, please provide a 
copy of all studies, reports, work papers, published materials and other documents 
concerning such analysis. 

Staff Response: No 

Response by: Ronald Ludders 

I 

I S.~1’Sabo\d~iarcsponsc\04-0650dr2AZWater .doc 16 



ARIZONA CORPORATION COMMISSION STAFF'S RESPONSE 
TO ARIZONA WATER COMPANY'S SECOND DATA REQUESTS 

Docket Nos. W-0144SA-04-0650 

May 9,2005 

2-16 Did Staff conduct an analysis of possible consumption and revenue impacts in connection 
with developing its proposed rate design for each Western Group system? I f  your answer 
is in the affirmative, please provide copies of all studies, reports, work papers, published 
materials and other documents relating to such analysis. 

Staff Response: No 

Response by: Ronald Luddcrs 

.. 

I 
I 
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ARIZONA CORPORATION COMMlSSlON STAFF’S RESPONSE 
TO ARIZONA WATER COMPANY’S SECOND DATA REQUESTS 

Docket Nos. W-01445A-04-0650 

May 9,2005 

2-1 7 Does Staff maintain that its proposed rate design for each Western Group system will 
result in reductions in water use by customers? If your answer is in the affirmative, 
please provide the following: 

(a) For each Western Group system, please provide an estimate of the 
reduction in water use resulting from, Staffs proposed rate design. 

(b) For each Western Group system, provide the estimated reduction in 
revenue resulting from reduced water usage by customers. 

Staff Response: It is possible that an increase in rates, be it a single tier or a triple tier 
will result in reductions in water use. Staff has maintained that water usage effects of an 
inverted 3-tier rate design are long-term. In the short-term, Staff does not expect, any 
change will not be known and measurable. 

Response by: Ronald Ludders 

S:\TSabo\dataresponse\04-0650dr2AZ Water.doc 18 



ARIZONA CORPORATION COMMISSION STAFF’S RESPONSE 
TO ARIZONA WATER COMPANY’S SECOND DATA REQUESTS 

Docket Nos. W-01445A-04-0650 

Mav 9.2005 

2- 19 For each Western Group system, provide the rate of return on rate base for each meter 
size based on Staffs proposed rate design and recommended revenue. 

Staff Response: Staff would need a Company cost of service study in order to respond. 

Response by: Ronald Ludders 



ARIZONA CORPORATION COMMISSION STAFF’S RESPONSE 
TO ARIZONA WATER COMPANY’S SECOND DATA REQUESTS 

Docket Nos. W-01445A-04-0650 

May 9,2005 

2-2 1 For each Western Group system, please indicate for each meter size whether customers at 
average monthly usage and median monthly usage will experience an increase based on 
Staffs rate design and recommended revenue. In your response, please provide the 
dollar increase and the percentage increase for each meter size other than 518 x 314 inch 
meters . 

Staff Response: Staff would need a Company cost of service study in order to respond. 

Response by: Ronald Ludders 
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RUCO’S RESPONSE 
f** 

SECOND SET OF DATA REQUESTS 
FROM ARIZONA WATER COMPANY 

TO THE RESIDENTIAL UTILITY CONSUMER OFFICE 
(Docket No. W-Ol445A-04-0650) 

2.12 Did RUCO perform a cost of service study or similar analysis in connection with 
developing its proposed rate design for each Western Group system? If your 
answer is in the affirmative, please provide copies of all studies, reports, work 
papers, published materials and other documents that RUCO has used in 
connection with developing its proposed rate design as well as an electronic 
version of the study. 

Response (Coley): 

No. 



RUCO'S RESPONSE 
m 

SECOND SET OF DATA REQUESTS 
FROM ARIZONA WATER COMPANY 

TO THE RESIDENTIAL UTILITY CONSUMER OFFICE 
(Docket No. W-01445A-04-0650) 

2.13 In connection with developing its proposed rate design for each Western Group 
system, did RUCO conduct a billing analysis and study of the impacts that its 
proposed rate designs would have on various customers? If your answer is in 
the affirmative, please provide copies of all studies, reports, work papers, 
published materials and other documents concerning such analysis as well as an 
electronic version of the study. 

Response (Coley): 

See RUCO's Direct Testimony TJC-19, pages 1-4, and WAR-1 9, pages 1-4. 
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RUCO’S RESPONSE 
*c* 

SECONDSETOFDATAREQUESTS 
FROM ARIZONA WATER COMPANY 

TO THE RESIDENTIAL UTILITY CONSUMER OFFICE 
(Docket No. W-Ol445A-049650) 

2.14 Did RUCO conduct an analysis of possible consumption and revenue and 
revenue impacts in connection with developing its proposed rate design for each 
Western Group system? If your answer is in the affirmative, please provide 
copies of all studies, reports, work papers, published materials and other 
document concerning such analysis as well as an electronic version of the study. 

Response (Coley): 

No. 



RUCO’S RESPONSE 
*H 

SECONDSETOFDATAREQUESTS 
FROM ARIZONA WATER COMPANY 

TO THE RESIDENTIAL UTlLlTY CONSUMER OFFICE 
(Docket No. W91445A-04-0650) 

2.15 Does RUCO maintain that its proposed rate design for each Western Group 
system will result in reductions in water use by customers? If your answer is in 
the affirmative, please provide the following: 

(a) For each Western Group system, please provide an estimate of the 
reduction in water use resulting from RUCO’s proposed rate 
design. 

For each Western Group system, provide the estimated reduction 
in revenue resulting from reduced water usage by customers. 

(b) 

Response (Coley): 

No. 
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RUCO’S RESPONSE 
m 

SECOND SET OF DATA REQUESTS 
FROM ARIZONA WATER COMPANY 

TO THE RESIDENTIAL UTILITY CONSUMER OFFICE 
(Docket No. W-O1445A4410650) 

2.16 For each Western Group system, provide an explanation of how RUCO’s 
proposed commodity rate blocks and break-over points were developed. In 
addition, provide copies of all studies, reports. work papers, published materials 
and other documents supporting the commodity rate blocks and breaksver 
points recommended by RUCO as well as electronic versions of the study. 

Response (Coley): 

The 4,000 gallon break-over point for RUCO’s two-tiered rate design simply 
provides a safety net for the consumption of basic needs. The Commission has 
shown strong support for tiered rates in recent decisions. For the most part, the 
commodity rate blocks fall below the median consumption level for each system. 

17 



RUCO'S RESPONSE 
*w 

SECOND SET OF DATA REQUESTS 
FROM ARIZONA WATER COMPANY 

TO THE RESIOENTIAL UTILITY CONSUMER OFFICE 
(Docket No. W91445A-04-0650) 

2.17 For each Western Group system, provide the rate of return on rate base for each 
meter size based on RUCO's proposed rate design and recommended revenue. 

Response (Coley): 

See response to 2.12. 

I 18 



Ralph Kennedy 

From: 
Sent 
To: 
cc: 
Subject: 

Ralph Kennedy 
Tuesday, November 23,2004 1158 AM 
James J. Dorf (E-mail); Ron Ludders (E-mail); Darron Carlson (E-mail) 
Sheryl Hubbard 
Elasticity Of Water Demand 

m 
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I want to bring the following information from EPA's 'Water and Wastewater Pricing" publication to your attention, which 
states the following on page 4. 

'Water policy analyst Janice Beecher reviewed over 100 studies of the price elasticity of demand with the following 
condusions (Beecher 1994): 

increase in price lowers demand by 2 to 4 percent and 

increase in price lowers demand by 5 to 8 percent 

Clear& water is "inelastic" meaning that when the price increases, consumption decreases but at a lower rate than the 
increase in price." 

The mostly likely range for elasticity of residential water demand is -.20 to -.40, meaning a 10 percent 

The mostly likely range for elasticity of industrial water demand is -50 to -.80, meaning a 10 percent 

The original study must be in the ACC library or Eastem Group rate case files because I obtained a copy of the 

Please contact me if you need any info on rate design or other items. 

entire Beecher study from John Thorton in response to a data request in the Eastern Group rate case. 

Ralph 

. 
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ARIZONA WATER COMPANY 

Docket No. W-01445A-04-0650 

2004 RATE HEARING EXHIBIT NO. __ 

For Test Year Ending 12/31 /03 

PREPARED 

REJOINDER TESTIMONY 
OF 

Ralph J. Kennedy 
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ARIZONA WATER COMPANY 
Robert W. Geake (No. 009695) 
Vice President and General Counsel 
3805 N. Black Canyon Highway 
Phoenix, Arizona 8501 5-5351 
Telephone: (602) 240-6860 

FENNEMORE CRAIG 
A Professional Corporation 
Norman D. James (No. 006901) 
Jay L. Shapiro (No. 014650) 
3003 North Central Avenue Suite 2600 
Phoenix, Arizona 8501 2-291 3 
Telephone: (602) 916-5000 

Attorneys for Arizona Water Company 

BEFORE THE ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION ) 
OF ARIZONA WATER COMPANY, AN ) DOCKET NO. W-O1445A-04-0650 

___ _ _  - .. ______ ARIZONA CORPORATION, FOR 1 

CHARGES FOR UTILITY SERVICE 1 

AND FOR CERTAIN RELATED 1 
APPROVALS 1 

1 

A D 3 U S T M E N T m T S - R i 3  ~ ~ -- 

FURNISHED BY ITS WESTERN GROUP ) 

REJOINDER TESTIMONY OF 

RALPH J. KENNEDY 

1 
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3. 

4. 

3. 

4. 

2. 

__ 

I. 

II. 

2. 

i. 

ARIZONA WATER COMPANY 

Rejoinder Testimony of 

Ralph J. Kennedy 

Introduction And Purpose Of Testimony 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My Name is Ralph J. Kennedy. 1 am employed by Arizona Water Company (the 

“Company”) as Vice President and Treasurer. 

ARE YOU THE SAME RALPH J. KENNEDY THAT PREVIOUSLY PROVIDED 

DIRECT AND REBUTTAL TESTIMONY ON THIS MATTER? 

Yes I am. 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rejoinder testimony is to respond to certain surrebuttal 

testimony submitted by the Arizona Corporation Commission‘s (the 

“Commission”) Utilities Division (“Staff”), the Residential Utility Consumer Office 

(“RUCO”), and the City of Casa Grande (the “City”) in this rate proceeding. 

Specifically, I will address: 

Purchased Power and Purchased Water Adjustor Mechanisms 

Rate Design 

Purchased Power And Purchased Water Adiustment Mechanisms 

HAVE BOTH THE STAFF AND RUCO CONTINUED TO RECOMMEND THAT 

THE WESTERN GROUP POWER AND WATER ADJUSTMENT MECHANISMS 

BE ELIMINATED? 

Yes, as well as the witness for the City. 

2 
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Q. 

A. 

__ 

2. 

1. 

_. . 

HOW DID STAFF AND RUCO ADDRESS THE ARGUMENT IN YOUR 

REBUTTAL TESTIMONY ABOUT STAFF'S RECOMMENDATION BEING 

INCONSISTENT WITH PUBLIC POLICY? 

Staff did not address the public policy issue. instead Staff opined that the law 

was unconstitutional and didn't have to be followed by the Commission. 

Obviously the Company is not usurping the Commission's authority to approve or 

disapprove adjustor mechanisms or it would not be urging the Commission to 

maintain the Company's current, longstanding adjustor mechanisms. The point is 

that A.R.S. § 40-370 clearly demonstrates that the Executive and Legislative 

branches of the State have stated, as a matter of public policy, that water utilities 

should have more, not fewer adjustor mechanisms to help maintain financial 

stability. RUCO did not address the legal issue directly but referred to the 

Commission's authority to approve or disapprove any adjustor mechanism. Of 

course, the Commission has long since established the Company's adjustor 
_ _ _  __. - - _  - _-- _- - - _- 

mechanisms and nothing RUCO nor any other party has shown that the 

Commission should change that policy. 

DID STAFF DISAGREE WITH OTHER ASPECTS OF YOUR REBUTTAL 

TESTIMONY CONCERNING THE ADJUSTOR MECHANISMS? 

Yes. Mr. Ludders continued to assert that the most relevant comparison in 

evaluating the significance of purchased power or purchased water expense is 

their percentage of total operating expense rather than the relationship between 

those expenses and the utility's net operating income. He also concluded that the 

Company's power and water expenses do not meet his "volatility" requirements, 

and therefore all Western Group adjustor mechanisms should be eliminated. 

In 2004 the Commission authorized a rate increase for Ajo Improvement 

Company, the Company's sole supplier of water for the Ajo system. The 

Company intervened in the case and obtained a special wholesale rate of $3.14 

per 1,000 gallons. This was a 24% increase that triggered a purchased water 
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4. 

II .  

adjustment filing by the Company to recover $34,773 in additional costs. This 

amount is slightly larger than the Company's adjusted test year operating income 

of $34,696. Without the PWAM the Company would have had to prepare an 

emergency rate filing, incur legal expenses that may have exceeded the increase 

in water costs, and suffered a delay in collecting the necessary increase. The 

administrative burden on the Staff and Commission is much greater to process 

an emergency rate filing than a purchased water adjustment mechanism 

("PWAM"). It is nonsensical to eliminate existing adjustor mechanisms resulting 

in more work for the Staff and Company by requiring more rate case applications 

and boost the ultimate costs that need to be recovered through the rates. 

The existing Western Group adjustor mechanisms should be maintained 

as the Commission did in the Company's Northern Group rate case, Decision No. 

64282 (December 28,2001). 

WHAT EXPLANATION DID THE CITY PROVIDE TO SUPPORT ITS 

RECOMMENDATION THAT THE ADJUSTOR MECHANISMS BE 

ELIMINATED?? 

The City concluded they should be eliminated because the cost increases are noi 

out of the Company's control. 

_. _ _ _ _ _ _ ~  

"For a cost to be out of the Company's control, that would suggest that 

there ,are no alternatives, that there is one and only one supplier or 

resource and the potential for great price fluctuation. The Company has 

not proven that this is the case." 

Since Mr. Harvey is not from Arizona, perhaps he doesn't realize that there are 

not multiple sources of electric power in any one area of Arizona, and that the 

Company does not have a PWAM for the Casa Grande system and has no1 

requested one. 

Rate Design 

4 
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HAS MR. LUDDERS ADDRESSED THE PROBLEMS WITH STAFF'S RATE 

DESIGN POINTED OUT IN YOUR REBUTTAL TESTIMONY? 

No, he has not. I identified four notable shortcomings with Staffs three-tier 

inverted block rate design in my rebuttal testimony. 

0 

0 

Staff fails to recognize and adjust rates for price elasticity. 

Staff fails to provide any protection to the Company for the increased 

revenue volatility that results from the tiered rate design. 

Staff fails to justify an intentionallsubsidy in pricing the first block of water 

for the 5/8" x 3/4" meter size, well below the existing commodity rate. 

Staff's rate design is inequitable rates for the larger meter sizes. 

Mr. Ludders does not have an open mind on this issue. It is undisputed 

0 

that the Eastern Group, with the three-tier inverted block rate design that became 

effective in late March 2004, was the only group whose consumption decreased 

for the 12 months ending March 31, 2005. However, Mr. Ludders focuses his 

surrebuttal on disputing the Company's specific Eastern Group price elasticity 

calculation. He implies that the reduction in consumption was due to heavy rain 

during January through March 2005, but he fails to acknowledge that the first 

- _____ _____ ~. 

nine months of the period, i.e. April 2004 through December 2004 would have 

normally experienced above average consumption due to the serious long-term 

drought conditions in Arizona. He also makes the unusual assertion that 

". .. gallonage per customer could also have been affected by customer growth.'' 

(Ludders SR P.7, L23) 

Obviously, a change in the number of customers would not affect use per 

customer. The Company's price elasticity calculation was offered to support the 

ranges summarized by Beecher and demonstrate that higher prices do indeed 

cause customers to reduce consumption. The Company did not propose that its 

specific value of price elasticity should be used. "The Company's actual 
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Q. 

experienced price elasticity is within the ranges predicted by Beecher." 

(Kennedy RT at page 18) 

Ludders ignores the recommendations of the American Water Works 

Association ( " A W N ' )  and the National Regulatory Research Institute and the 

100 studies reviewed by Beecher showing the most likely values for residential 

price elasticity is -.20 to -.40 and for industrial price elasticity is -50 to -.80. 

Having dismissed the Company's study, which produced a price elasticity value 

of -57, Ludders goes on to ignore the A W A  recommendation cited in my 

rebuttal testimony. 

"If a rate change is anticipated, the water utility must consider its effect on 

usage and revenues. Where it is not cost effective for water utilities to 

conduct demand studies, results of existing research can be used to 

develop benchmarks for estimating the usage effects of rate 

changes." (Kennedy RT at page 16) 
_____- __ . - 

If Mr. Ludders truly rejected the Company price elasticity study, he should use 

the results of other existing research, as recommended by A W A ,  to make a 

price elasticity adjustment. The Commission's stated objective for tiered rates is 

to reduce water consumption. If customers' water use patterns are not 

influenced by inverted rates, then there is no legitimate reason to use them. 

The Company has shown that even in the midst of a serious long-term 

drought there was a significant price elasticity effect with the tiered rate design 

imposed on the Company's Eastern group customers. If the Staff and RUCO do 

not believe that higher prices will reduce consumption there is no reason for 

either a two or three-tier inverted block rate design. If such a rate design will 

reduce consumption as the Commission, AWWA and the NRRl state, then there 

must be a price elasticity adjustment. 

CAN YOU PROVIDE MORE GRAPHIC EVIDENCE OF THE SHORTCOMINGS 

OF STAFF'S THREE-TIER INVERTED BLOCK RATE DESIGN? 
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Q. 

Yes. The following chart and table is a reduced size version of Exhibit RJK-RJI. 

Percent of Revenue In Each Tier By Meter Size 
Casa Grande 

120.0% 

100.0% 

80.0% 

60.0% 

40.0% 

20.0% 

0.0% 

5/8" x 314" 
0.0% 39.9% 60.1% 1 
0.0% 1 33.2% 86.8% 

0.0% 362% 63.8% 
0.0% 52.1% 47.9% 

1 1 
0.0% 18.0% 82.0% 
0.0% 100.0% 0.0% 

1 

This chart is based on the Staffs proposed Casa Grande rate design. It 

clearly shows the discriminatory subsidy for the 5/8" x 314 I' meters that Staff is 

proposing for all Western Group systems. Casa Grande customers with this 

meter size receive the discounted rate of $1.00 per 1,000 gallons for 17.2% of 

their consumption. This discounted rate will not encourage conservation, and will 

instead cause the larger size meters to subsidize this level of consumption. 

This rate design will increase revenue volatility. Except for the water use 

by 8" meter size consumption which all priced in the rate second block, 

approximately 60% of water use by each meter is priced at the highest third block 

rate of $2.00 per 1,000 gallons. Increases or decreases in consumption caused 

by variations in seasonal weather conditions as well as the sharply higher unit 

pricing in the third rate block will result in a much more volatile revenue pattern 

than exists under the existing uniform block rate pricing structure. 

WHAT ABOUT RUCO'S RECOMMENDED RATE DESIGN? 
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RUCO's rate design is more seriously flawed than the Staffs. It applies the same 

blocking factors to all meter sizes. As a result, it is even more discriminatory than 

Casa Grande Svstem 

Meter 
Size Average Bill Second Block Rate 

Percent Of Use Paying Highe 

518" 
1 ,I 
2" 
3" 
4" 
6" 
8" 

I O "  

10,666 
31,339 

170,216 
353,507 

1 ,I 77,280 
2,780,484 

394,083 
N.A. 

62.5% 
07.2% 
97.7% 
98.9% 
99.7% 
99.9% 
99.0% 

Staffs rate design. 

As the foregoing shows, because the lower block cut- off point is a smaller 

percentage of each larger meter size's consumption, RUCOs rate design shifts 

revenue recovery to the larger size meters. It mimics the design the Staff 

proposed two years ago in the Company's Eastern Group proceeding and it 

suffers from the same shortcomings of that earlier design. RUCO has proposed 

similar "one-size-fits-all" rate designs in the past, which are, in reality, simply a 

way to shift revenue responsibility from residential customers to commercial and 

industrial customers. A similar rate design was rejected by the Commission, for 

- _  - ___ 

example, in the recent Rio Rico Utilities rate proceeding. Decision No. 67279 

(Oct. 5, 2004) at pages 18-1 9 (rejecting RUCOs rate design because it "does not 

create an equitable sharing of the rate increase"). 

As the above table illustrates, uniform blocking for all meter sizes ignores 

the actual usage pattern of the different meter sizes. Only the first 4,000 gallons 

of use is priced at the lower first block rate. The same rate blocking is also 
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A. 

a. 
4. 

applied to each system thereby ignoring the specific demand and usage 

characteristics of the individual systems. 

WHAT IS YOUR CONCLUSION ABOUT THE RATE DESIGNS PROPOSED BY 

STAFF AND RUCO? 

Staff and RUCO continue to ignore the short-comings of their rate design 

proposals, exposing the Company to the likelihood that it won't receive all of its 

revenue requirement, more volatile net operating income, increased risk and 

eroding financial health. Their rate designs, which are unsupported by a cost of 

service study or similar analysis of their impact and ignore the impact of price 

elasticity, should be rejected. 

DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY MR. KENNEDY? 

Yes, it does. However, my silence on any issue raised or recommendation made 

by Staff, RUCO, or the City should not be taken as the Company's acceptance of 

such issue or recommendation. 
~ -_ ______ 
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Q. 
4. 

a. 

4. 

ARIZONA WATER COMPANY 

Direct Testimony of 

Sheryl L. Hubbard 

Introduction and Qualifications 

PLEASE STATE YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is Sheryl L. Hubbard. I am employed by Arizona Water Company (the 

‘Company” or “AWC”) as Manager of Rates and Regulatory Accounting. 

PLEASE DESCRIBE YOUR WORK EXPERIENCE AND EDUCATIONAL 

BACKGROUND. 

I graduated from Michigan State University with a Bachelor of Arts degree in 

Accounting and I am a certified public accountant. I have twenty-five years of 

experience in public utility accounting and regulation; seventeen years employed 

as an auditorlaudit manager with the Michigan Public Service Commission 

(“Michigan Commission”). During my employment with the Michigan 

Commission, my responsibilities included preparation of revenue requirement 

calculations for water, steam and electric utilities. Subsequent to my 

employment with the Michigan Commission, I was employed by the Arizona 

Corporation Commission (the “ACC”) as the Chief of the Accounting and Rates 

section. 

Following my employment with the ACC, I joined Citizens 

Communications Company (“Citizens”) as a Regulatory Accounting Manager 

in its Arizona Gas division. My responsibilities with Citizens included 

ensuring compliance with applicable state statutes and regulatory rules and 

decisions as well as preparation of rate cases and other regulatory filings with 

state regulatory agencies in Arizona and Colorado. 
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II. 

9. 

4. 

1. 

I. 

II .  

a. 

4. 

Subsequent to my employment with Citizens Communications Company, I 

joined Arizona Water Company in my current position as Manager of Rates and 

Regulatory Accounting. As the Manager of Rates and Regulatory 

Accounting, my responsibilities include monitoring regulatory actions 

taken by the ACC, ensuring compliance with decisions of the ACC, filing 

necessary tariffs, preparing rate cases and other regulatory filings for 

submission to the ACC, and appearing as a witness before the 

Commission. 

Purpose and Extent of Testimonv 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

The purpose of my testimony in this proceeding is to present the development of 

rate base, working capital requirements, and net operating income for the 

Company’s Western Group water systems (the “Western Group”) for the 

historical twelve month period ended December 31, 2003 and to sponsor the 

calculation of the associated increase in gross revenue requirement of each 

system. The Western Group systems subject to this application are Casa 

Grande, Stanfield, White Tank, Ajo Heights (“Ajo”), and Coolidge. 

DOES YOUR TESTIMONY IN THIS PROCEEDING INCORPORATE 

RECOMMENDATIONS OF OTHER COMPANY WITNESSES? 

Yes it does. My testimony in this proceeding incorporates positions and 

recommendations sponsored in the direct testimonies of William M. Garfield, 

Richard W. Henderson, Ralph J. Kennedy, Michael J. Whitehead, and Thomas 

M. Zepp. 

Exhibits and Associated Schedules 

PLEASE IDENTIFY THE EXHIBITS AND ASSOCIATED SCHEDULES YOU 

ARE SPONSORING. 

I am sponsoring the following exhibits: 

Schedule A-I - AWC Computation of Increase In Gross Revenue Requirements 

3 
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Schedule A-2 - AWC Summary of Operations 

Schedule A-3 - AWC Summary of Capital Structure 

Schedule A-4 - AWC Construction Expenditures and Gross Utility 
Plant In Service 

Schedule A-5 - AWC Summary of Cash Flows 

Schedule B-I - AWC Summary of Original Cost Rate Base Elements 

Schedule B-2 - AWC Original Cost Rate Base Pro Forma Adjustments 

Schedule B-5 - AWC Computation of Working Capital 

Schedule B-6 - AWC Summary of Lead/Lag Working Cash Requirements 

Schedule C-I - AWC Adjusted Test Year Income Statement 

Schedule C-2 - AWC Income Statement Pro Forma Adjustments 

Schedule C-3 - AWC Computation of Gross Revenue Conversion Factor 

Schedule E-I Comparative Balance Sheets-Total Company-Prior Years 2001 & 
2002 and Test Year 2003 

Schedule E-2 Comparative Income Statements-Total Company and Western 

Group-Prior Years 2001 & 2002 and Test Year 2003 

Schedule E-3 Comparative Statement of Cash Flows-Total Company- Test Year 
2003 and Prior Years 2002 & 2001 

Schedule E-4 Statement of Changes in Stockholder’s Equity-Total Cornpany- 
Prior Years 2001 & 2002 and Test Year 2003 

Schedule E-5 Detail of Utility Plant at End of Prior Year 2002 and Test Year 2003 

Schedule E-6 Comparative Operating Income Statements-Test Year 2003 and 
Prior Years 2002 & 2001 

Schedule E-7 Operating Statistics-Test Year 2003 and Prior Years 2002 & 2001 

Schedule E-8 Taxes Charged to Operations-Test Year 2003 and Prior Years 
2002 & 2001 

Schedule E-9 Notes to Financial Statements 

Schedule F-I Projected Income Statements-Western Group-Test Year 2003 and 
Projected Year 2004 

Schedule F-2 Statement of Cash Flows-Present and Proposed Rates-Total 
Company-Test Year 2003 and Projected Year 2004 
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A. 

IV. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Schedule F-3 Projected Construction Requirements-Test Year 2003 and 
Projected Years 2004, 2005, and 2006 

Schedule F-4 Assumptions Used in Developing Projections-Western Group- 
Projected Year 2004 

MS. HUBBARD, WERE THESE EXHIBITS PREPARED BY YOU OR UNDER 

YOUR DIRECTION AND SUPERVISION? 

Yes, they were. 

Revenue Requirement - Summary Schedules 

PLEASE EXPLAIN SCHEDULE A-I. 

Schedule A-I is a two-page schedule titled “Computation of Increase In Gross 

Revenue Requirements” for the individual systems making up the Western 

Group. The increase in gross revenue for each system represents the change 

that the Company has determined is necessary if it is to continue providing safe 

and reliable utility service to customers while allowing for recovery of operating 

expenses and an opportunity to earn a reasonable rate of return on AWC’s 

investment in plant dedicated to that service. For purposes of this proceeding, 

the increase in gross revenue requirement for the Western Group based on a 

2003 test year is $2,654,063. 

PLEASE EXPLAIN SCHEDULE A-2. 

Schedule A-2 titled “Summary Results of Operations’’ contains operating history 

for the test year 2003, 2002 and 2001 for the Western Group and Total 

Company. Adjusted test year 2003 and projected year 2004 figures are also 

presented on this schedule for the Western Group. The actual test year 2003 

figures on this exhibit are presented as recorded in the accounting records of the 

Company. The adjusted test year 2003 figures reflect the actual test year 2003 

data with pro forma adjustments, as explained in the Company’s rate filing. 

PLEASE EXPLAIN SCHEDULE A-3. 

Schedule A-3 titled “Summary of Capital Structure’’ summarizes the debt and 

equity of the Company allocated to the Western Group for the historical periods 
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Q. 
4. 

1. 

4. 

1. 

a. 
i. 

of 2001 , 2002, and 2003 and the projected year 2004. The test year 2003 data is 

presented unadjusted as well as adjusted for pro forma changes recommended 

in the Company’s application. 

PLEASE EXPLAIN SCHEDULE A-4. 

Schedule A-4 is a three-page schedule titled “Construction Expenditures and 

Gross Utility Plant in Service”. This exhibit presents the historical construction 

expenditures for test year 2003, 2002, and 2001, as well as three years of 

projected expenditures. The information is compiled for the total Western Group 

with individual system details. This schedule also contains annual cost data for 

net plant placed in service and balances of gross utility plant in service for the 

same time periods shown for construction expenditures. Company witness 

Michael J. Whitehead is sponsoring the explanation of construction expenditures 

in his direct testimony. 

PLEASE EXPLAIN SCHEDULE A-5. 

Schedule A-5 titled “Summary of Cash Flows’’ is a statement of cash flows 

detailing the changes in the cash accounts for test year 2003, 2002, and 2001, 

and projected year 2004 on a Total Company basis. 

Rate Base Schedules 

PLEASE EXPLAIN SCHEDULE B-1. 

Schedule B-I titled “Summary of Original Cost Rate Base Elements (Including 

Pro Forma Adjustments)” is a two-page schedule that details the development of 

the end of test year rate bases for the Western Group. Rate Base represents the 

investor-financed plant facilities and other investments required to provide water 

service to customers. The components typically recognized in the calculation of 

rate base are plant in service, accumulated depreciation and amortization, 

advances for construction (“Advances”), contributions in aid of construction 

(“CIAC”), deferred income tax liabilities, and working capital. Other items that 

may be considered in the calculation of rate base include acquisition adjustments 
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1. 

L. 

t .  

L. 

2. 

and construction work in progress. Net plant, plant in service less the associated 

accumulated depreciation and amortization, is generally the largest component of 

rate base. 

Total Net Plant for the Western Group and each of the individual systems 

is shown on Line 1 of Schedule B-I. Rate base is computed by subtracting 

Advances, net CIAC, and Deferred Income Taxes from Total Net Plant. The 

accumulated balance of Advances is shown on Line 2 of Schedule B-I. Line 3 of 

Schedule B-I shows the net CIAC for the Western Group and the individual 

systems. Line 4 of the schedule shows the Deferred Income Taxes as of the end 

of the test year. For ratemaking purposes, a working capital allowance is 

developed to adjust rate base to reflect the additional investment required for on- 

going utility operations over and above that amount reflected in net plant. The 

Allowance for Working Capital shown on Line 5 of Schedule B-I is supported by 

calculations on Schedule B-5 discussed later in this testimony. In addition to 

these typical rate base components, a portion of the Phoenix corporate office and 

central meter shop is allocated to each system on lines 6 and 7. 

WHAT IS THE TOTAL RATE BASE FOR THE WESTERN GROUP? 

The 2003 test year rate base for the Western Group is $29,416,615. 

PLEASE EXPLAIN SCHEDULE B-2. 

Schedule B-2 titled “Original Cost Rate Base Pro Forma Adjustments” is an 

eight-page exhibit detailing the pro forma adjustments that the Company is 

proposing in this proceeding. The pro forma adjustments to rate base adjust the 

historical test year-end plant to include the Company-financed investments 

necessary to continue to provide satisfactory service to customers being served 

at the end of the test year. 

PLEASE DESCRIBE THE RATE BASE COMPONENTS INCLUDED IN 

SCHEDULE 8-2. 

7 
W?ECASEUOM\TESTIMONYWUBBARD\FINAL-090304.DOC 
CJRC I08:13 9lYM 



I 
I 
I 
I 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

A. 
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3. 

9. 

Gross Plant in Service represents the original cost of the utility property used in 

the provision of service to customers. Gross Plant in Service for the Western 

Group, presented on line 1, is $67,031,165 for the Adjusted Test Year. 

Accumulated Depreciation, the amount of annual depreciation and amortization 

charges on utility plant investments accumulated through the end of the test year 

and the annualization of depreciation expense for the Adjusted Test Year, is 

shown on line 2. Line 4, Construction Work in Progress (“CWIP”) shows 

$284,117 as the actual balance of costs incurred for construction projects not yet 

completed as of the end of the test year. To simplify and hopefully expedite the 

Company’s requested relief in this proceeding, the Company is not seeking to 

include any post test year plant additions or the CWIP balance in its Adjusted 

Test Year rate base. The Company-funded projects started but not completed as 

of December 31, 2003 are removed by the pro forma adjustment set forth in 

column (1) and the outside-funded portion of the CWIP balance at December 31 , 

2003 is removed by the pro forma adjustment in column (5). 

WHAT IS THE TOTAL NET PLANT FOR THE WESTERN GROUP? 

Total Net Plant for the Western Group including pro forma adjustments is 

$50,778,386 as reflected on Line 5 of Schedule 8-2. 

PLEASE DISCUSS THE PRO FORMA ADJUSTMENT IDENTIFIED AS 

DEPRECIATION ANNUALIZATION IN COLUMN (3) OF SCHEDULE 6-2. 

This pro forma adjustment to accumulated depreciation is based on the pro 

forma adjustment to depreciation expense necessary to recognize the additional 

depreciation expense resulting from the higher level of depreciable plant 

investment at the end of the test year as contrasted to the level of depreciable 

plant investment upon which the test year depreciation expense was computed. 

To annualize the test year depreciation expense to year-end levels, annual 

depreciation expense is computed on the plant investment in service at the end 

of the test year. The pro forma adjustment is the difference between the 
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annualized level of depreciation expense and the depreciation expense reflected 

in the unadjusted test year expenses. The revenue requirement including 

annualized depreciation expense more accurately reflects the expenses that are 

expected to be incurred during the period of time when the new rates resulting 

from this proceeding will be in effect. The $22,548 pro forma adjustment to 

reflect this depreciation annualization is shown on Schedule B-2, on line 2 of 

column (3) and also is included on Schedule C-2 in pro forma adjustment number 

15. 

PLEASE DISCUSS THE PRO FORMA ADJUSTMENT IDENTIFIED AS ClAC 

ANNUALIZATION IN COLUMN (3) OF SCHEDULE B-2. 

During the test year, $214,164 of CIAC were amortized to expense resulting in 

accumulated amortization of ClAC of $1,591,717 shown on line 9, column (a) of 

Schedule 6-2. A composite rate of 2.59% was used during the test year to 

compute the ClAC amortization. The pro forma adjustment reflected in column 

(3) of Schedule B-2 decreases the test year amortization of ClAC by $37,420 to 

convert to the use of a component depreciation methodology for depreciating 

plant investment. In compliance with the Commission’s directive in Decision No. 

64282 (December 28, 2001), the Company has used component depreciation 

rates to compute the depreciation annualization. To reduce the accounting that 

would be required to use component depreciation rates to amortize the ClAC 

balance in each affected account for each of Arizona Water’s eighteen systems, 

the Company is proposing to compute a composite depreciation rate for the 

CIAC-related plant accounts to be used to amortize contributions to income on a 

group basis. This same procedure was proposed by Arizona Water and adopted 

in the Company’s recent Eastern Group rate case. The effect of using a 

composite rate to amortize the test year end CIAC balance is a decrease in 

amortization expense of $37,420 reflected on Schedule B-2, on line 9 of column 

(3), also included in pro forma adjustment number 15 on Schedule C-2. 
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VI. 

Q. 

A. 

Q. 

4. 

Deferred Central Arizona Proiect Charges 

PLEASE DISCUSS THE PRO FORMA ADJUSTMENT IDENTIFIED AS 

DEFERRED CAP M&l CHARGES IN COLUMN (4) OF SCHEDULE B-2. 

As Mr. Garfield discusses in his direct testimony, in 1986, the Casa Grande, 

White Tank and Coolidge systems entered into contractual arrangements with 

the United States Bureau of Reclamation (“Bureau of Reclamation”) and the 

Central Arizona Water Conservation District (“CAWCDI’) for annual allocations of 

Central Arizona Project (“CAP”) water. Pursuant to these contractual obligations, 

these Western Group systems incur an annual charge for CAP Municipal and 

Industrial capital charges (“M&l charges”) commencing in 1993 when the CAP 

canal became operational. AWC has been deferring these M&l charges in its 

accounting records since that time. Prior to 1993, the Company made the 

required subcontractor prepayments, which were credited to the M&l obligations 

that began in 1993. Another component of the contractual arrangements with the 

Bureau of Reclamation and CAWCD relates to the assessment of delivery 

charges for water delivered. Delivery charges are incurred and expensed by 

AWC if and when deliveries of CAP water actually occur. 

MS. HUBBARD, HAS THE COMMISSION PREVIOUSLY ADDRESSED THE 

TREATMENT OF CAP WATER CHARGES FOR THE CASA GRANDE, WHITE 

TANK, OR COOLIDGE SYSTEMS? 

The Commission has not addressed the treatment of CAP water charges for the 

Casa Grande, White Tank or Coolidge systems in total. The Company’s last 

general rate proceeding, based upon a 1990 test year, encompassed all eighteen 

systems of the Company. For these Western Group systems with CAP 

allocations, the Commission authorized the Company to accrue an allowance for 

funds used during construction on the deferred M&l charges which the Company 

adopted beginning in 1993. Decision No. 58120 (December 23, 1992) at 8. No 
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Q. 

4. 

a. 

4. 

2. 

L. 

allowance was provided in rates for amortizing the deferred subcontractor 

prepayments made prior to 1993 for the Western Group systems. 

WHAT WAS THE INTENDED BENEFIT PERIOD FOR THE 

SUBCONTRACTOR PREPAYMENTS MADE BY THE COMPANY PRIOR TO 

1993? 

The subcontractor prepayments made by AWC prior to 1993 were intended to 

offset M&l charges assessed to the Company upon commercial operation of the 

canal. The commercial operation date for the CAP canal was October 1 , 1993. 

The initial invoice for M&l charges assessed by the CAWCD was received by the 

Company in October 1993. The subcontractor prepayments were used by 

CAWCD as the payment for this invoice and the two subsequent invoices 

received in 1994. 

PLEASE DISCUSS THE CHANGES THAT HAVE OCCURRED IN THE USE OF 

THE CAP WATER ALLOCATION SINCE DECISION NO. 58120. 

Subsequent to this decision in 1992, the Company requested and the 

Commission granted a Non-Potable CAP Water Tariff applicable for each system 

with a CAP allocation. This tariff is available to customers in the Company’s 

service areas where, and when, CAP water is available. For instance, the 

Company currently sells untreated CAP water to a power plant and several golf 

courses in the Casa Grande service area under the Non-Potable CAP Water 

Tariff (‘“P-260 Tariff). 

HOW ARE THESE CAP WATER PURCHASES RECORDED IN THE 

COMPANY’S ACCOUNTING RECORDS? 

The Company has deferred the M&l charges first invoiced in 1993 in a deferred 

debit account while expensing the delivery charges as they are incurred. In 

addition, the original and modified Non-Potable CAP Water Tariffs, under which 

service is provided to a power plant and golf courses in the Casa Grande service 

area, were intended to provide funds for reducing the deferred M&l charges while 
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3. 

9. 

encouraging use of CAP water in lieu of groundwater. Revenues collected via 

the NP-260 Tariff have been used to reduce the M&l deferral by crediting the 

amount billed for M&l charges under that tariff to the M&l deferral account. The 

modified tariff also requires customers to pay the deferred M&l charges on their 

maximum anticipated demand. 

From the time that the NP-260 tariff was authorized through the end of the 

test year, $989,314 of M&l charges have been collected from customers taking 

CAP water under the NP-260 tariff in Casa Grande. These funds have reduced 

the deferred M&l charges that would otherwise have to be recovered from 

the Company’s other Casa Grande customers. As of the end of the test 

year, the M&l deferral balance was $3,525,803 for Casa Grande, 

$506,268 for White Tank and $1,046,011 for Coolidge. 

HOWDOESTHECOMPANYPROPOSETOADDRESSTHEM&lDEFERRAL 

FOR CASA GRANDE, WHITE TANK AND COOLIDGE IN THIS 

PROCEEDING? 

AWC proposes to include the test year end balance of deferred M&l charges in 

rate base and amortize the deferred charges over a period of time equivalent to 

the time period that the deferred charges have been accumulated. In the case of 

the Casa Grande, White Tank and Coolidge systems, the Company estimates 

this period of time to be approximately ten years (1993 to 2003). Column (4) of 

Schedule B-2 shows the pro forma adjustment to net plant that is required to 

include the balance of the deferred M&l charges in rate base as of December 31 , 

2003. The Company is proposing that the M&l deferral be amortized to expense 

over a ten-year amortization period. The balance of the deferred M&l charges as 

of December 31, 2003 is $3,525,803 for Casa Grande, $506,268 for White 

Tanks, and $1,046,011 for Coolidge resulting in annual amortizations amounts of 

$352,580, $50,627, and $1 04,601 , respectively. 
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Q. 

A. 

Q. 

A. 

7. 

HAS THE COMMISSION ADDRESSED THE RECOVERY OF DEFERRED M&l 

CHARGES FOR UTILITIES WITH CAP ALLOCATIONS IN THE PAST? 

Yes, in AWC's recent Eastern Group rate proceeding, the Commission approved 

the same approach we propose in this proceeding. Decision No. 66849, (March 

19, 2004) at p. I O .  Similarly, such relief has been authorized for the Agua Fria, 

Sun City and Sun City West water districts now operated by Arizona-American 

Water Company. See Decision No. 63334 (February 2, 2001) and Decision No. 

62293 (February 2, 2000). 

ON WHAT BASIS DID THE COMMISSION REACH THESE CONCLUSIONS IN 

THESE EARLIER DECISIONS? 

In the Company's Eastern Group rate proceeding, the Company's CAP allocation 

was, for all intents and purposes, fully utilized. The Commission authorized a full 

return on the deferred balance and recovery of the deferred M&l charges over a 

period of time comparable to the time over which the charges had accumulated. 

Decision No. 66849 at 8. Likewise, for the Agua Fria water district, the utility was 

partially using its CAP allocation for recharge at the Maricopa Water District 

("MWD"), but also had an agreement in place that would allow the CAP allocation 

to be fully utilized in 8 years. Thus, the Commission authorized a full return on 

the deferred balance and recovery of the deferred M&l charges over 

approximately 10 years, based upon a complex amortization schedule contingent 

upon growth. Decision No. 63334 at 3. For the Sun City and Sun City West 

water districts, the CAP allocations were not utilized at the time relief was sought, 

but the companies had a plan in place to recharge CAP water at the MWD. 

Recovery of the deferred charges was authorized over a 60-month period based 

upon the period of time the charges had accumulated. Decision No. 62293 at 8. 

HOW DO THE COMPANY'S CIRCUMSTANCES IN THE WESTERN GROUP 

COMPARE? 

13 
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A. 

2. 

4. 

In the Company’s Casa Grande system, AWC is currently utilizing 30% of its 

CAP allocation for non-potable purposes. The Company is planning a water 

treatment plant in the near future to treat CAP water for potable consumption 

thus reducing AWC’s reliance on groundwater pumping as more fully discussed 

in the Mr. Garfield’s direct testimony. The Company is also in the process of 

evaluating the feasibility of using a Casa Grande treatment facility to treat CAP 

water for Coolidge. In the meantime, the Company is considering alternative 

non-potable uses of the CAP water in the Coolidge service area where 

developments with golf courses in the early planning stages are likely to be able 

to use non-potable CAP water instead of groundwater. For the Company’s White 

Tank system, the Company is engaged in discussions with Arizona American 

Water Company to develop a joint treatment facility to treat CAP water for White 

Tank as discussed in the Mr. Garfield’s testimony. 

BASED UPON THE COMMISSION’S FINDINGS IN RECENT DECISIONS 

REGARDING DEFERRED CAP CHARGES, PLEASE SUMMARIZE THE 

COMPANY’S REQUESTED TREATMENT OF ITS DEFERRED M&l CHARGES. 

Since the Company is either currently using its CAP allocation or has specific 

intended uses in the near future to use its CAP allocations, we are requesting 

treatment comparable to what the Commission granted in the Eastern Group rate 

proceeding for the Apache Junction system’s CAP allocation cited above. 

Specifically, the Company is requesting inclusion of the deferred M&l balance in 

rate base at this time and amortization of the deferred charges over the same 

number of years that the deferred charges have been accumulated, which in the 

case of Casa Grande, White Tank and Coolidge, is 10 years. 

WHAT OTHER GUIDANCE MIGHT BE EMPLOYED TO ASSESS THE 

REASONABLENESS OF THE COMPANY’S REQUEST FOR RECOVERY OF 

CAP WATER ALLOCATION COSTS? 

14 
FlATECASEU004\TESTIMONnHUBBARDFlNAL~OSO3M.DOC 
X:JRC I08:08 Sn/M 



I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
~I 
I 

A. 

Q. 

A. 

Q. 

A. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Per the Commission’s directive in Decision No. 62993, November 3, 2000 at 10 

Staff developed a policy statement regarding recovery of costs related to the 

CAP. The policy statement has been labeled Attachment D-Proposed Policy fot 

CAP Cost Recovery and has been posted on the Commission’s website 

(http://www.cc.state.az. udworkinglwt-attachD. htm). 

WHAT CRITERIA IS SET FORTH REGARDING CAP COST RECOVERY IN 

THE STAFF POLICY STATEMENT? 

The Staff has identified four criteria that a water company must address and 

provide evidence to demonstrate compliance when requesting CAP cost 

recovery. First, the water company must demonstrate that the CAP allocation is 

needed to properly serve its customers. The second requirement is that the CAP 

allocation will be needed by 2025. The third requirement is that a reasonable 

amount of the CAP allocation will actually be used by 2025. The fourth 

requirement is that the water company will be using all of its CAP allocation by 

2034. 

MS. HUBBARD, IS THE COMPANY ABLE TO DEMONSTRATE COMPLIANCE 

WITH THE FOUR CRITERIA IDENTIFIED IN THIS POLICY? 

Yes, and a summary of compliance with the four criteria is set forth below. 

1) CAP Allocation Is Needed to Properly Serve Customers. 

In the Casa Grande system, use of the CAP allocation to provide non- 

potable water reduces the Company’s demand for groundwater (as required by 

Groundwater Management Plans) while still providing the required level of water 

service to its customers. 

In the White Tank system, customers have increased 106 percent (from 

617 to 1270) since the Company’s last rate case. To accommodate this growth 

in water demand, the Company is in the process of contracting for the treatment 

of its CAP allocation to provide potable water to customers in the White Tank 

system as discussed in Mr. Garfield’s direct testimony. 
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Regarding the Coolidge system, the Company is presently evaluating 

treatment alternatives for CAP water for use by the Coolidge and Casa Grande 

systems. The Company also is making non-potable CAP water available to 

serve golf courses under its NP-260 tariff. This treatment option is also 

discussed in Mr. Garfield’s testimony. 

2) CAP Allocation Is Needed Bv 2025. 

In Casa Grande, a significant portion of the CAP allocation is currently 

being used. The Company anticipates growth in non-potable usage in Casa 

Grande and expects that the full CAP allocation will be needed at the time a 

treatment facility is completed, currently anticipated by 2020. 

In White Tank, the CAP allocation will be used to reduce the Company’s 

dependence on groundwater. Although the CAP allocation is currently needed, a 

treatment facility is not presently available to treat the non-potable CAP water. 

Upon completion of the joint treatment facility discussed in Mr. Garfield’s 

testimony, this condition will be satisfied. Also due to this pace of development in 

the White Tank area, the Company expects demand for non-potable CAP water 

in the White Tank system in the near future for usage similar to its other systems 

currently using non-potable CAP water. 

In Coolidge, as in White Tank, the CAP allocation will be used to reduce 

The Company is currently the Company’s dependence on groundwater. 

evaluating options to construct a joint treatment facility to serve both the Casa 

Grande system and the Coolidge system customers with treated CAP water. As 

stated earlier, the current timetable for completion of a Casa Grande treatment 

facility is 2020, but non-potable uses are expected to grow from their current 

levels in both Coolidge and Casa Grande. 

3) Reasonable Amount of the CAP Allocation Will Be Used bv 2025. 

Where such use is appropriate, AWC intends to reduce its reliance on 

groundwater by encouraging use of non-potable supplies. In addition, by 
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2. 

4. 

a. 

4. 

acquiring treatment capacity to enable potable use, the Company’s present goal 

and current plans for using the CAP allocations for Casa Grande, White Tank, 

and Coolidge satisfy the criteria that a reasonable amount of the CAP allocation 

will be used by 2025. 

4) All of CAP Allocation Used by 2034. 

The Company is in the process of developing capabilities at treatment 

facilities to fully utilize its CAP allocations for Casa Grande, White Tank, and 

Coolidge by 2020. Consistent with the Company’s current goals and operating 

expectations, the Staffs criteria that all of a company’s CAP allocation be used 

by 2034 will also be satisfied. 

HOW IS THE COMPANY PROPOSING TO TREAT PURCHASED CAP WATER 

COSTS ON A GOING-FORWARD BASIS? 

The Company retains its CAP allocation to serve its customers now and in the 

future because the CAP allocation provides the most viable alternative to 

pumping groundwater, and accordingly, it is appropriate to provide cost recovery 

of the current M&l charges. If approved by the Commission, the Company is 

proposing to expense all future purchased CAP water charges. These charges 

include both the M&l charges and the delivery charges consisting of power and 

an operation, maintenance and return component. The effect of such ratemaking 

treatment on the Company’s adjusted operating income is discussed in 

conjunction with the discussion on pro forma adjustments to the income 

statement below. 

PLEASE DISCUSS THE PRO FORMA ADJUSTMENT IDENTIFIED AS 

OUTSIDE-FUNDED CWlP IN COLUMN (5) OF SCHEDULE 6-2. 

Column (5) of Schedule B-2 is a pro forma adjustment to remove the outside- 

funded portion of the CWlP balance at the end of the test year and the 

associated customer advances from the calculation of rate base. This 
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Q. 

4. 

2. 

4. 

a. 

i. 

adjustment is necessary to match Plant in Service with the Advances that have 

financed them. 

MS. HUBBARD, THE EXHIBIT IN THIS FILING DOES NOT INCLUDE 

SCHEDULES B-3 OR B-4. PLEASE EXPLAIN THE OMISSION OF THESE 

TWO SCHEDULES. 

For purposes of this rate filing only, the Company will agree that the Commission 

may use AWC’s original cost rate base as its “fair value” rate base in setting new 

rates. Therefore, the Company has not developed a Replacement Cost New 

Less Depreciation (“RCND”) rate base and has not submitted Schedules B-3 and 

8-4, which pertain solely to an RCND rate base. 

PLEASE EXPLAIN SCHEDULE B-5. 

Schedule B-5 titled “Computation of Working Capital” is a two-page schedule 

presenting the working capital requirement of the Company. Working capital is a 

measure of Company funding of daily operating expenditures and other non-plant 

investments that are necessary to sustain ongoing operations of the utility. This 

measurement is designed to identify the average ongoing funding requirements 

for the test year. The components included in this working capital computation 

are materials and supplies inventory, prepayments, required bank balances and 

cash working capital. 

PLEASE DISCUSS THE MATERIALS AND SUPPLIES INVENTORY 

COMPONENT OF THE WORKING CAPITAL REQUIREMENT. 

Materials and supplies are included as a component of working capital to provide 

a return on the Company’s capital required to maintain a supply of materials 

necessary to carry on day-to-day operations and maintenance activities. The 

measurement of the materials and supplies inventory for working capital 

purposes is computed using the average of the thirteen monthly balances. 

Distortion caused when the inventory balances are volatile or experience cyclical 
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Q. 

A. 

Q. 

4. 

Q. 

9. 

highs and lows is reduced by the use of a 13-month average of the monthly 

balances. 

PLEASE DISCUSS THE PREPAYMENTS COMPONENT OF THE WORKING 

CAPITAL REQUIREMENT. 

Prepayments are included as a component of working capital to recognize an 

investment of funds made by the Company. Prepayments represent payments of 

expenses made in advance of the period to which the expenses apply. 

Consistent with the calculation of the working capital allowance related to the 

Materials and Supplies inventory discussed above, a 13-month average balance 

is used to quantify the working capital allowance attributable to investments in 

prepayments, which is added to the Company’s rate base. 

PLEASE DISCUSS THE REQUIRED BANK BALANCES COMPONENT OF 

THE WORKING CAPITAL REQUIREMENT. 

Required bank balances on line 3 of Schedule B-5 represent the portion of the 

13-month average balance allocated to the Western Group for the test year using 

the three-factor ratio. 

PLEASE DISCUSS THE CASH WORKING CAPITAL COMPONENT OF THE 

WORKING CAPITAL REQUIREMENT. 

Cash working capital should represent the average amount of capital provided by 

the Company, over and above the investment in plant and other rate base items, 

to finance the cost of service during the time lag before revenues are collected. 

In conjunction with the other components of rate base, the overall purpose of the 

cash working capital component is to measure the amount of the Company’s 

capital required to provide service. There are several acceptable methods for 

computing the cash working capital component, but the Staff has adopted the 

use of the lead/lag methodology for determining cash working capital for large 

water utilities in this jurisdiction. The Company’s leadllag cash working capital 
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3. 

4. 

L .  

‘11. 

I. 

calculation will be discussed in conjunction with the discussion of Schedule B-6 

below. 

PLEASE EXPLAfN SCHEDULE B-6. 

Schedule B-6 titled “Summary of Lead/Lag Cash Working Capital” is a three- 

page schedule that details the calculation of the working cash component of the 

working capital calculation. To compute the working cash component of the 

working capital calculation, it is necessary to measure the time lag between 

services rendered and the receipt of revenues for those services. This 

measurement, referred to as the Dollar Days Revenue Lag, reflects the provision 

of working capital by the Company and is shown on Line 1 of Schedule B-6. It is 

also necessary to measure the time lag between the incurrence of expenses and 

the payment of those expenses, which offsets the revenue lag. This is referred 

to as the Dollar Days Expense Lag. The dollar days expense lag reflects the use 

of the Company’s working capital and is shown on Line 2 of Schedule 6-6. 

When the Dollar Days Revenue Lag exceeds the Dollar Days Expense Lag, the 

Company is providing working capital. 

THE COMPANY’S CASH WORKING CAPITAL IS BASED UPON A 1999 

LEAD/LAG STUDY. HAVE THERE BEEN ANY CHANGES IN PROCEDURES 

OR POLICIES SINCE THE PERFORMANCE OF THAT STUDY WITH 

RESPECT TO THE WESTERN GROUP SYSTEMS? 

No, there have not been any changes, significant or otherwise, in the Company’s 

policies or procedures that impact the billing and collection procedures or 

revenue accounting and cash disbursement policies that were in place during the 

1999 period and formed the basis of the 1999 lead/lag study. 

Income Statements 

PLEASE EXPLAIN SCHEDULE C-I. 

Schedule C-I titled “Adjusted Test Year Income Statement” is a three-page 

exhibit setting forth the revenues and expenses for the Western Group and the 
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3. 

4. 

2. 

4. 

resulting net income, both on an historical unadjusted basis and on an adjusted 

(including pro forma adjustments) basis. Operating revenues and operating 

expenses and the resulting operating income are detailed on this schedule for 

each individual system. The below-the-line amounts have been allocated using 

the three-factor methodology consistent with the allocations made on Schedule 

E-2. For the Western Group, the adjusted net operating income is $1,462,933. 

PLEASE EXPLAIN SCHEDULE C-2. 

Schedule C-2 titled “Income Statement Pro Forma Adjustments” details the pro 

forma adjustments to the historical test year operating results based on known 

and measurable changes that the Company has identified as necessary and 

appropriate to a more normal and realistic level of revenues and expenses during 

the period the rates approved in this proceeding will be in effect. The pro forma 

adjustments are presented on a system-by-system basis. 

PLEASE DISCUSS THE CATEGORIES OF PRO FORMA ADJUSTMENTS 

THAT THE COMPANY IS PROPOSING TO THE HISTORICAL TEST YEAR 

FIGURES FOR THE WESTERN GROUP. 

The Company is proposing to adjust its historical test year revenue and expense 

levels for the following categories: 

Adjustment 1 - Eliminate Sales Tax From Revenue and Expense 

Adjustment 2 - Eliminate Purchased Power Adjustment Mechanism (“PPAM”) 
Revenue 

Adjustment 3 - Eliminate Unbilled Revenue-Net 

Adjustment 4 - Eliminate MAP Revenue and Expense 

Adjustment 5 - Annualize Additional Customer Revenue and Expense 

Adjustment 6 - Payroll Expense Annualized 

Adjustment 7 - Payroll Tax Annualized 

Adjustment 8 - Pension 

Adjustment 9 - Power and Water Costs Annualized 
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Adjustment 10 - Insurance 

Adjustment 11 - Chlorination Cost Adjustment 

Adjustment 12 - Water Testing Annualized 

Adjustment 13 - Tank Maintenance-Increase Annual Accrual 

Adjustment 14 - Amortization of 2003 Rate Case Expense 

Adjustment 15 - Depreciation ExpenseICIAC Annualized 

Adjustment 16 - Property Taxes Annualized 

Adjustment 17 - Vehicle & Equipment Lease Costs 

Adjustment 18 - Federal Income Tax 

Adjustment 19 - State Income Tax 

Adjustment 20 - Tax Effect of Interest Synchronization 

Again, all of these adjustments are based on known and measurable 

changes in revenues and expenses that occurred either during the test year or 

before this application was filed. 

PLEASE EXPLAIN ADJUSTMENT I - ELIMINATE SALES TAX FROM 

REVENUE AND EXPENSE. 

Adjustment 1 - Eliminate Sales Tax From Revenue and Expense is a pro forma 

adjustment to remove revenue-based taxes from operating revenues and 

expenses. The purpose of the adjustment is to segregate revenues billed 

pursuant to the Company’s tariffs from total operating revenues, which include 

sales taxes, ACC assessments, and the Residential Utility Consumer Office 

(iiRUCO”) assessments. The adjustment to remove sales taxes, ACC and RUCO 

assessments from revenues of $878,656 is the same amount removed from 

operating expenses (Other Taxes) for the Western Group.. Consequently, this 

adjustment has no effect on the Company’s adjusted test year operating income. 

PLEASE EXPLAIN ADJUSTMENT 2 - ELIMINATE PPAM REVENUE. 

Adjustment 2 - Eliminate PPAM Revenue is a pro forma adjustment to remove 

the revenues collected pursuant to the Company’s purchased power adjustment 
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P. 

4. 

a. 

\. 

mechanism (“PPAM”). These revenues reflect changes in purchased power 

costs from base levels approved in the Company’s last general rate case 

proceeding. The Company proposes that the adjustor mechanisms be reset to 

zero with new base levels established in this proceeding at the current level of 

expense. The adjustment to revenues to remove PPAM revenues for the 

Western Group is a negative $44,087. The effect of this adjustment is an 

increase in operating income. 

PLEASE EXPLAIN ADJUSTMENT 3 - ELIMINATE UNBILLED REVENUE- 

NET. 

Adjustment 3 - Eliminate Unbilled Revenue-Net is a pro forma adjustment to 

remove from revenues and expenses the effects of the year-end accounting 

requirement to accrue revenues earned but not yet billed and expenses incurred 

but not yet invoiced. In January of each year, the prior year’s unbilled revenue 

and expense accounting adjustments recorded in December are reversed. In 

December of each year, the revenues earned but not yet billed to customers and 

expenses incurred but not yet invoiced by suppliers are quantified and recorded 

as a year-end accounting adjustment. The effects of the January and December 

accounting adjustments are removed from the adjusted operating income by 

including this pro forma adjustment. For the Western Group, the adjustment to 

remove the effect of unbilled revenue accounting is an increase in revenues of 

$3,239 and the adjustment to remove the effect of the expenses relating to 

unbilled expense accounting is a decrease in expenses of $20,271. 

PLEASE EXPLAIN ADJUSTMENT 4 - ELIMINATE MAP REVENUE AND 

EXPENSE. 

Adjustment 4 - Eliminate Monitoring Assistance Program (“MAP”) Revenue and 

Expense is the pro forma adjustment necessary to remove the surcharge 

revenues and test year expenses associated with the Arizona Department of 

Environmental Quality’s (“ADEQ”) MAP. The MAP initially provided the required 
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testing for three categories of constituents: Inorganic, Synthetic Organic 

Chemicals and Volatile Organic Chemicals. In 2003, testing for asbestos, 

radionuclides and nitrite were added to the list of chemicals monitored under the 

program. Although, the Casa Grande water system has a population of over 

10,000 and is not required to participate in ADEQ’s MAP, Tierra Grande, a 

separate, unconnected water system consolidated for ratemaking purposes with 

the Casa Grande system, is required to participate in the program. 

For each system participating in the MAP, AWC must pay an annual fee to 

ADEQ, based on a formula in that agency’s regulations, which covers the normal 

testing requirements. Pursuant to the Company’s MAP Surcharge Tariff, MA- 

262, an annual filing is made with the Commission in October of each year to 

establish the surcharge to be effective in the forthcoming January. Any under- or 

over- collection of MAP expenses is rolled into the surcharge calculation for the 

effective period. The revenues of $9,432 collected in the 2003 test year were 

designed to recover the 2002 MAP expense of $10,644. The surcharge that is 

currently charged to customers in 2004 is designed to collect the 2003 MAP 

expense of $10,861 plus or minus any over- or under-recovered MAP expenses 

for 2002. The MAP surcharge revenues of $9,432 collected in 2003 and the 

MAP expenses of $10,861 recorded during 2003 should be removed from the 

test year operating income. Upon issuance of a decision in this docket, the 

annualized testing costs authorized in this proceeding for the Western Group 

systems to be reflected in subsequent MAP surcharge filings will be reset to zero. 

Differences in the MAP costs incurred and the MAP surcharge revenues 

collected are more appropriately reflected in the annual surcharge filings than in 

this rate filing. Since participation in MAP testing is required by ADEQ for water 

systems serving less than 10,000 customers, costs associated with MAP 

compliance should be segregated and separately reported on the customer’s bill. 

24 
IATECASE\20M\TESTIMONYWVBBARD\FINAL~OSO3~.DOC 
CJRC 1 08’08 S/?d04 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Q. 
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9. 

4. 

WHAT ARE THE ADVANTAGES OF RETAINING THIS RATEMAKING 

PROCEDURE FOR MAP COSTS? 

There are several benefits to retaining the procedure as currently designed. For 

instance, since the testing costs are outside the control of the Company and set 

by another State agency independent of the ACC, it is beneficial to inform 

customers on their bills that participation in MAP testing is required by the ADEQ 

and not the ACC. Additionally, the MAP surcharge procedure provides a direct 

benefit to customers when MAP program cost reductions realized in the past 

were passed on to customers by way of a reduced MAP surcharge. 

Furthermore, changes in program costs can be reflected in rates in a more timely 

fashion as demonstrated in the October 2003 invoices, which reflect an 

increased MAP expense level of $11,133 for 2004 versus the 2003 MAP 

expense of $10,861. 

PLEASE EXPLAIN ADJUSTMENT 5 - ANNUALIZE ADDITIONAL CUSTOMER 

REVENUE AND EXPENSES. 

Adjustment 5 - Annualize Additional Customer Revenue and Expenses is a pro 

forma adjustment that adjusts revenues and expenses to recognize the number 

of customers served by the Western Group at the end of the test year: 20,266 

customers. During the test year, the Western Group served an average of 

19,596 customers, a difference of 670 customers. If the additional 670 

customers being served at the end of the test year had taken service for the full 

year, revenues would have been approximately $220,504 higher and expenses 

would have been $1 04,675 higher for the Western Group. 

The net effect of the annualization of revenues and expenses associated 

with the test year-end level of customers is an increase in operating income of 

$1 15,829. The Company computed average revenue per customer using only 

the 5/8-inch meter size because the majority of the growth in the Western Group 
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7. 

4. 

a. 
4. 

systems for the test year occurred in the 5/8-inch meter group, as shown on the 

following table: 

Increase in 

Customer Class Customers % of Total 

Residential 644 96% 

Commercial 15 2% 

Industrial 0 0% 

Fire Sprinkler 9 2% 

Other - 2 - 0% 
Total 670 100% 

PLEASE EXPLAIN ADJUSTMENT 6 - PAYROLL EXPENSE ANNUALIZED. 

Adjustment 6 - Payroll Expense Annualized is a pro forma adjustment to reflect 

pay rates in effect at the end of the test year for a full year. This adjustment is 

intended to recognize pay rate changes that occurred throughout the year as 

though they were in effect for the entire year. The adjustment to annualize 

payroll expense for the Western Group is $44,498. 

PLEASE EXPLAIN ADJUSTMENT 7 - PAYROLL TAX ANNUALIZED. 

Adjustment 7 - Payroll Tax Annualized is a pro forma adjustment that adjusts 

payroll related taxes to correspond to the pro forma payroll expense annualized 

in Adjustment 6 - Payroll Expense Annualized. The 2004 federal unemployment 

tax rate of 6.2% applicable to the first $7,000 of employee wages has not 

changed from the 2003 levels. The 2004 state unemployment tax rate for the 

Company of .37% has changed from the 2003 tax rate of .23%, but the 

applicable wage base of $7,000 has remained in effect. The 2004 Medicare rate 

of 1.45% applicable to all covered wages has not changed from the 2003 levels. 

The 2004 social security tax rate of 6.2% is the same as the 2003 rate, but the 

2004 wage base limit has increased to $87,900 from the 2003 wage base limit of 
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Q. 

A. 

Q. 

A. 

$87,000. The total pro forma payroll tax adjustment for the Western Group is an 

increase in expenses of $6,938. 

PLEASE EXPLAIN ADJUSTMENT 8 - PENSION. 

Adjustment 8 - Pension is the pro forma adjustment that adjusts the Company's 

401 (k) expense to incorporate the pro forma payroll expense annualization 

adjustment discussed above. The 401(k) expense is based upon payroll 

expense. For the Western Group, the 401(k) expense adjustment is an increase 

of $2,501. 

PLEASE EXPLAIN ADJUSTMENT 9 - POWER AND WATER COSTS 

ANNUALIZED. 

Adjustment 9 - Power and Water Costs Annualized is the pro forma adjustment 

to reflect the most current known and measurable cost of power and water for all 

of the providers of purchased power and water in the Western Group systems. 

The adjustment is computed by applying the current unit cost of power and water 

to test year consumption levels for each of the individual systems. 

The Company purchases potable water for the Ajo system from Ajo 

Improvement Company. The ACC granted Ajo Improvement Company a rate 

increase effective July 1, 2004. Decision No. 67092 (June 29, 2004). The 

Commission's decision increased the monthly minimum that Arizona Water will 

pay to Ajo Improvement Company from $200 per month to $210 per month. In 

addition, the decision increased the commodity rate from $2.54 per thousand 

gallons to $2.80 per thousand gallons. 

A pro forma adjustment increasing the purchased water costs by $5,992 is 

necessary to annualize the effect of this increase in the cost to purchase water 

from Ajo Improvement Company for the Ajo system. Accordingly, the PWAM 

rate for the Ajo system should be set to zero and the new base cost of purchased 

water will be $2.85 per thousand gallons ($1 62,875.50/57,201 gallons). 

However, it is important to note that this level of purchased water expense is 

27 
I:\RATECA5E\20M\TESTIMONnHUBSARD\FINAL-O90304 DOC 
X:JRC I08:08 9/3/04 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Q. 

A. 

already included in the Ajo customers’ water bills and this pro forma adjustment 

effectively incorporates the Ajo Improvement Company rate increase into base 

rates for the Ajo system. Since the Ajo customers are already paying this 

increased water cost, their actual rate increase will be $5,992 less, or 

approximately 20%, rather than the 21.4% increase shown on Schedule A-I , line 

13. 

PLEASE CONTINUE. 

The Company purchases CAP water for its Casa Grande, White Tank, and 

Coolidge systems from the CAWCD at rates that are adjusted annually. During 

June 2004, the Company received the final rate sheets for M&l charges and 

delivery charges that will be in effect beginning January I, 2005. The test year 

M&l rate of $32 per acre-foot will decrease to $28 per acre-foot, and the test year 

delivery rate of $74 per acre-foot will increase to $79 per acre-foot. Under the 

Company’s CAP proposal, the M&l charges will be expensed upon issuance of a 

Commission decision in this proceeding. CAWCD requires payments for the 

monthly water order two months in advance of delivery. Therefore, the payment 

for the January water order based on the new $79 rate will be made in November 

2004. To reflect this increase in purchased CAP water costs and include the 

effect of the Company’s proposal to begin expensing the M&l charges requires a 

pro forma adjustment of $1 59,449 for the Casa Grande system, $27,104 for the 

White Tank system, and $56,000 for the Coolidge system. 

The Company buys power for the Western Group from Arizona Public 

Service Company, Electric District No. 2, Electric District No. 4, Ajo Improvement 

District, and the San Carlos Irrigation Project. The Company’s pro forma 

adjustment to reflect changes in the power cost rates for the Western Group is a 

reduction in power costs of $2,337. The PPAM rates for the affected systems 

should be reset to zero with recognition of the lower pro forma level of purchased 

power costs per gallon pumped for each respective system. 

28 
l:\RATECASE\2004\TESTlMONWUBBARDWlNAL~OOO3O4.DOC 
(W(:JRC I08:lS 9/3/04 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Q. 

A. 

Q. 

A. 

R. 

4. 

3. 

ARE ANY OTHER PURCHASED WATER EXPENSES INCLUDED IN 

ADJUSTMENT 9 - POWER AND WATER COSTS ANNUALIZED? 

Yes, adjustment 9 also includes a pro forma adjustment to amortize the deferred 

M&l charges discussed earlier in this testimony to expense over a ten-year 

period. The resulting annual amortization expense for the Western Group is 

$507,808 consisting of $352,580 for the Casa Grande system, $50,627 for the 

White Tank system and $104,601 for the Coolidge system. 

WOULD YOU PLEASE EXPLAIN THE RATIONALE FOR THE SELECTION OF 

A TEN-YEAR AMORTIZATION PERIOD FOR THE RECOVERY OF THE 

DEFERRED M&l CHARGES? 

As discussed in detail above, the Commission addressed the recovery of 

deferred CAP M&l charges for Sun City Water Company and Sun City West 

Utilities Company, now operational districts of Arizona-American Water 

Company, in Decision No. 62293. In AWC's last rate case involving its Eastern 

Group systems, Decision No. 66849, the Commission addressed the recovery of 

deferred CAP M&l charges for the Company's Apache Junction system. In both 

decisions, the Commission adopted an amortization period that was consistent 

with the period of time that the deferral had accumulated. In this case, the 

deferral has accumulated over a period of ten years (1 993-2003). 

PLEASE EXPLAIN ADJUSTMENT 10 - INSURANCE. 

Adjustment 10 - Insurance is the pro forma adjustment necessary to reflect the 

changes in insurance premiums for life insurance, medical insurance, dental 

insu ra nce , long-term d isa bi I ity i nsu ra nce , worker's com pensa tion insurance and 

liability insurance. The total increase in premiums from the 2003 levels that the 

Company will experience in the upcoming year for the Western Group is 

$28,675. 

PLEASE EXPLAIN ADJUSTMENT 11 - CHLORINATION COST 

ADJUSTMENT. 
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4. 

3. 

9. 

2. 

\. 

Adjustment 11 - Chlorination Cost Adjustment is the pro forma adjustment to 

annualize chlorination expenses resulting from changes to the chlorination 

program for the Western Group, as discussed by Mr. Henderson in his direct 

testimony. The adjustment decreases operations and maintenance expenses by 

$1 9,849. 

PLEASE EXPLAIN ADJUSTMENT 12 - WATER TESTING ANNUALIZED. 

Adjustment 12 - Water Testing Annualized is the pro forma adjustment required 

to reflect the current level of water testing costs for the Western Group. This 

adjustment does not include water-testing costs billed by ADEQ under the MAP. 

Adjustment 4 above discusses the treatment of MAP testing costs in this 

proceeding. 

The water testing costs that are annualized by this adjustment are costs 

associated with complying with the testing requirements for constituents not 

included in the MAP, such as BACTI, Nitrates, Nickel, Sodium, Sulfate, and 

Radiochemical. The Company has the responsibility of administering all of the 

required constituent tests for each of the Western Group systems not included in 

the MAP. These non-MAP testing costs were annualized by identifying the 

required number of tests for constituents not covered by the MAP. The resulting 

figure was multiplied by the required testing frequency and the most current 

actual cost of performing the tests. The pro forma adjustment for the non-MAP 

water testing expenses is an increase of $3,311 for the Western Group. 

PLEASE EXPLAIN ADJUSTMENT 13 - TANK MAINTENANCE-INCREASE 

ANNUAL ACCRUAL. 

Adjustment 13 - Tank Maintenance-Increase Annual Accrual is the pro forma 

adjustment necessary to reflect the costs associated with the changes that the 

Company has adopted in its tank maintenance program since the 1990 test year, 

the benefits of which are more fully explained in Mr. Henderson's direct 
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3. 

9. 

2. 

4. 

2. 

\. 

testimony. The effect of these changes is an increase in expense of $40,115 for 

the Western Group. 

PLEASE EXPLAIN ADJUSTMENT 14 - AMORTIZATION OF 2003 RATE 

CASE EXPENSE. 

Adjustment 14 - Amortization of 2003 Rate Case Expense is the pro forma 

adjustment that is necessary to include a portion of the costs to prepare and 

present this rate increase request for the Western Group. The Company is 

proposing to amortize the estimated rate case expenses of $253,550 over a 

three-year period resulting in a pro forma adjustment of $84,517 a year for three 

years. 

WHY DID THE COMPANY CHOOSE A THREE YEAR AMORTIZATION? 

In conjunction with its request for a Western Group Arsenic Cost Recovery 

Mechanism, the Company anticipates that it will be ordered to file a Western 

Group rate case using a 2006 test year. This was the case with the 

Commission’s recent approval of a similar mechanism for AWC’s Northern and 

Eastern Groups. 

PLEASE EXPLAIN ADJUSTMENT 15 - DEPRECIATION EXPENSEKIAC 

ANNUALIZED. 

Adjustment 15 - Depreciation Expense/CIAC Annualization is a pro forma 

adjustment with two components. The purpose of the first component of the 

adjustment, depreciation expense annualized, is to annualize depreciation 

expense to reflect a full year of depreciation expense on test year end plant. 

To compute the pro forma adjustment needed to annualize depreciation 

expense on test year-end plant levels, depreciation expense is computed on 

plant in service balances as of December 31, 2003. This computed expense is 

compared to the test year 2003 recorded depreciation expense to compute the 

adjustment necessary to properly reflect the depreciation expense for the 
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adjusted test year. The adjustment to annualize the depreciation expense for the 

Western Group is $22,548. 

The purpose of the other component of this pro forma adjustment, ClAC 

annualized, is to annualize the effect of converting to a component depreciation 

methodology on the annual ClAC amortization. Regarding the ClAC annualized 

component of this pro forma adjustment, in the Company’s recent Eastern Group 

rate case proceeding, the Company proposed and the Commission adopted the 

use of a composite depreciation rate to amortize contributions in aid of 

construction. Decision No. 66849 at 16. The Company computed the composite 

rate by isolating plant accounts that typically include contributed plant. The 

accounts included in that calculation are Transmission and Distribution Mains, 

Fire Sprinkler Taps, Services, Meters, and Hydrants. For purposes of this 

proceeding, the Company has followed the same procedure adopted in the 

Eastern Group proceeding to develop a composite rate of 2.00%. Applying this 

rate to the test year-end ClAC balance of $8,837,180 results in a total Western 

Group amortization of $176,744. This amount is then compared to the test year 

level of CIAC amortization of $214,164, resulting in a reduction in the annual 

amortization of $37,420, which has the effect of increasing the total depreciation 

expense as reflected in this pro forma adjustment. 

The total pro forma adjustment for the depreciation annualization and 

CIAC annualization is $59,968 ($22,548 +$37,420). 

2. MS. HUBBARD, DOES THE PRO FORMA ADJUSTMENT TO ANNUALIZE 

DEPRECIATION EXPENSE INCORPORATE THE EFFECTS OF USING 

COMPONENT DEPRECIATION RATES AS ORDERED IN DECISION NO. 

64282 (DECEMBER 28,2001)? 

Yes, component depreciation rates have been used to develop the adjusted test 

year depreciation expense. The rates were developed in the Company’s last 

depreciation study as authorized in Decision No. 58120 and formed the basis of 

L. 
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Q. 

A. 

Q. 

4. 

Q. 
4. 

the composite rate of 2.59 percent that was used in that test year and years 

subsequent to the issuance of that decision. The conversion to the use of 

individual depreciation accounts is discussed in Mr. Kennedy’s direct testimony. 

PLEASE EXPLAIN ADJUSTMENT 16 - PROPERTY TAXES ANNUALIZED, 

Adjustment 16 - Property Taxes Annualized is a pro forma adjustment to test 

year property taxes to reflect the effect of known and measurable changes in 

revenues as reflected in this rate application on property tax expense. The pro 

forma adjustment utilizes the current methodology used by the Arizona 

Department of Revenue to determine an amount that is referred to as full cash 

value for each of the Company’s systems. It is the same methodology adopted 

by the Commission in Decision Nos. 64282 and 66849 for the Company’s 

Northern Group and Eastern Group water systems, respectively. The resulting 

adjustment to the property tax expenses for the Western Group is an increase of 

$1 32,484. 

PLEASE EXPLAIN ADJUSTMENT 17 - VEHICLE AND EQUIPMENT LEASE 

COSTS. 

Adjustment 17 - Vehicle And Equipment Lease Costs is a pro forma adjustment 

to the test year level of vehicle and equipment lease costs to annualize the cost 

of leased vehicles and equipment that were added during 2003. The effect of 

this adjustment is an increase in expense of $20,871 for the Western Group. 

PLEASE EXPLAIN ADJUSTMENT 18 - FEDERAL INCOME TAX. 

Adjustment 18 - Federal Income Tax is a pro forma adjustment to reflect the 

federal income tax effect of the pro forma adjustments included on Schedule C-2. 

In compliance with Decision No. 53537 (April 27, 1983), in which the Commission 

authorized AWC to normalize only those tax benefits associated with utility 

property placed in service after December 31, 1980, the tax benefit associated 

with the CAP M&l charges that the Company now requests to amortize was 

previously flowed-through to income and a current tax deduction is, therefore, not 
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Q. 

A. 

Q. 

4. 

a. 
4. 

available for this expense. Accordingly, the federal income taxes have been 

com pu ted excluding this expense. 

PLEASE EXPLAIN ADJUSTMENT 19 - STATE INCOME TAX. 

Adjustment 19 - State Income Tax is a pro forma adjustment to reflect the state 

income tax effect of the pro forma adjustments included on Schedule C-2. It 

should be noted that the tax benefit associated with the CAP M&l charges that 

the Company now requests to amortize was previously flowed-through to income 

and a tax deduction is not available for this expense. Accordingly, the State 

income taxes have been computed excluding this expense. 

PLEASE EXPLAIN ADJUSTMENT 20 - TAX EFFECT OF INTEREST 

SYNCHRONIZATION. 

For ratemaking purposes, a utility’s revenue requirement includes the recovery of 

interest expense, the basis of which is the weighted cost of debt inherent in the 

overall rate of return applied to the authorized rate base. It is this interest 

expense that should be reflected as the interest deduction for purposes of 

calculating the tax expense for ratemaking purposes. 

The Tax Effect of Interest Synchronization adjustment computed on 

Adjustment 20 is necessary to match the rate base used in determining revenue 

requirements with the proportionate part of the total amount of debt and equity 

used to determine the cost of capital. The amount of interest expense for each 

Western Group system should be the same as the amount of interest expense 

deducted from revenues in calculating each system’s tax expense. 

Synchronizing the interest deduction for ratemaking with the interest deduction 

for financial reporting purposes as reflected in Adjustment 20 accomplishes this 

goal. 

PLEASE EXPLAIN SCHEDULE C-3. 

Schedule C-3 titled “Computation of Gross Revenue Conversion Factor” shows 

the development of the Gross Revenue Conversion Factor. The Gross Revenue 
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JIII. 

a. 

4. 

2. 

4. 

Conversion Factor used by the Company is 1.63245 for the test year 2003. The 

revenue conversion factor is used to gross up an income requirement to a 

revenue requirement or, simply stated, it requires revenue in excess of one dollar 

to generate one dollar of income due to factors such as taxes imposed on 

revenues. For the Company, the Gross Revenue Conversion Factor recognizes 

the effective federal income tax rate of 31 55676% and the effective state income 

tax rate of 6.95169% and a bad debt factor of .2341% to generate a revenue 

multiplier of 1.63245. This is the same methodology as adopted in the decision 

in the Company’s recent Eastern Group rate proceeding. Decision No. 66849 at 

page 24; Exhibit C. 

Companv’s Financial Statements 

RULE R14-2-103 REQUIRES THE FILING OF FINANCIAL STATEMENTS AND 

STATISTICAL SCHEDULES. MS. HUBBARD, IS IT PART OF YOUR 

TESTIMONY TO SPONSOR THE E-SERIES OF SCHEDULES? 

Yes. 

PLEASE PROVIDE A BRIEF OVERVIEW OF THE E-SERIES SCHEDULES 

THAT YOU ARE SPONSORING IN THIS PROCEEDING. 

Schedule E-I titled ‘Comparative Balance Sheets-Total Company-Prior Years 

2001 & 2002 and Test Year 2003” sets forth the balance sheets of the Company 

as of the end of years 2001,2002, and 2003. 

Schedule E-2 titled, ‘Comparative Income Statements-Total Company and 

Western Group-Prior Years 2001 & 2002 and Test Year 2003” includes the 

income statements of the Company for the years 2001, 2002, and 2003. Since 

complete financial statements are prepared on a total Company basis and not on 

an individual group or system basis, the below-the-line items have been allocated 

using the three-factor methodology used in the Company’s Northern Group and 

Eastern Group filings. 
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Schedule E-3 titled “Comparative Statement of Cash Flows-Total 

Company-Test Year 2003 and Prior Years 2002 & 2001” presents the statements 

of cash flows of the Company for the years 2001,2002, and 2003. Schedule E 4  

titled “Statement of Changes in Stockholder’s Equity-Total Company- Prior Years 

2001 & 2002 and Test Year 2003” summarizes changes in the stockholders’ 

equity components since January 1,2001 to the end of the test year. 

Schedule E-5 titled “Detail of Utility Plant at End of Prior Year 2002 and 

Test Year 2003” is a three-page schedule that provides a summary of changes in 

the plant balances by plant account number for the Western Group systems for 

the test year. Schedule E-6 titled “Comparative Operating Income Statements- 

Test Year 2003 and Prior Years 2002 & 2001” is a two-page schedule that 

presents operating income statements for each of the Western Group systems 

for the years 2001,2002, and 2003. 

Schedule E-7 titled “Operating Statistics-Test Year 2003 and Prior Years 

2002 & 2001” is a two-page schedule that sets forth the Western Group’s 

statistics based upon sales quantities and customer information for the years 

2001, 2002, and 2003. Schedule E-8 titled “Taxes Charged to Operations-Test 

Year 2003 and Prior Years 2002 & 2001” is a two-page schedule that provides 

details regarding taxes incurred by the Company for the years 2001, 2002, and 

2003. 

Schedule E-9 titled “Notes to Financial Statements’’ is a copy of the 

Company’s 2003 audited financial statements with requisite notes to the financial 

statements. 

MS. HUBBARD, PLEASE TURN YOUR ATTENTION TO THE F-SERIES OF 

SCHEDULES IN YOUR EXHIBITS. ARE YOU ALSO SPONSORING THE F- 

SERIES OF SCHEDULES? 

Yes. 
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Q. 

A. 

a. 

4. 

PLEASE PROVIDE A BRIEF OVERVIEW OF THE F-SERIES SCHEDULES 

THAT YOU ARE SPONSORING IN THIS PROCEEDING. 

The F-Series of schedules in the ACC’s rate application filing requirements are 

labeled “Projections and Forecasts”. As such, the F-Series of schedules provide 

a comparison of current results of operations using different assumptions to 

project future operating results. More specifically, Schedule F-I titled “Projected 

Income Statements-Western Group-Test Year 2003 and Projected Year 2004” 

forecasts 2004 income using the Western Group’s test year billing determinants 

and the proposed rate design. 

Schedule F-1 is presented for the Western Group for purposes of this 

proceeding. Schedule F-2 titled, “Statement of Cash Flows-Present and 

Proposed Rates-Total Company-Test Year 2003 and Projected Year 2004” has 

been prepared for the test year 2003 and presents the projected data on a Total 

Company basis. Schedule F-3 titled “Projected Construction Requirements - 
Test Year 2003 and Projected Years 2004, 2005 & 2006” shows the Company’s 

projected construction expenditures for the years 2004, 2005, and 2006 for the 

Western Group. This schedule details the total construction expenditures shown 

on Schedule A-4 segregated on a functional basis: production plant, water 

treatment plant, transmission and distribution plant, and general plant. 

Schedule F-4 titled “Assumptions Used in Developing Projections - 
Western Group - Projected Year 2004” provides a general description of the 

assumptions used in developing 2004 projections for customer growth, customer 

water demand, changes in expenses and construction requirements. 

HAS THE ACC REQUESTED ANY SUPPLEMENTARY INFORMATION IN 

ADDITION TO ITS STANDARD FILING REQUIREMENTS THAT YOU ARE 

SPONSORING IN THIS PROCEEDING? 

Yes, I am sponsoring supplementary information in addition to that specifically 

required for Class A utilities. AWC’s most recent ADEQ annual sampling fee 
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Q. 

A. 

invoices for the MAP received October 30, 2003 for the affected Western Group 

systems have been appended to the Company's application as Appendix A, item 

2. 

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 

Yes, it does. 
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ARIZONA WATER COMPANY 

Rebuttal Testimony of 

Sheryl L. Hubbard 

II 
1. 

Q. 

A. 

INTRODUCTION AND PURPOSE OF TESTIMONY 

PLEASE STATE YOUR NAME, EMPLOYER AND OCCUPATION. 

My name is Sheryl L. Hubbard. I am employed by Arizona Water Company (the 

“Company”) as Manager of Rates and Regulatory Accounting. 

Q. ARE YOU THE SAME SHERYL L. HUBBARD THAT PREVIOUSLY 

SUBMITTED DIRECT TESTIMONY IN THIS MATTER? 

A. Yes, I am. 

Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rebuttal testimony is to respond to certain direct testimony 

submitted by the Arizona Corporation Commission’s (“Commission”) Utilities 

Division Staff (“Staff‘), the Residential Utility Consumer Office (“RUCO”), and the 

City of Casa Grande (the “City”) in this rate proceeding. Specifically, I will 

present the Company’s rebuttal position with respect to several elements of rate 

base including accumulated depreciation, working capital allowance, and 

deferred Central Arizona Project (“CAP”) charges. In addition, I will address a 

number of items related to net operating income such as the revenue 

annualization, purchased power expenses, amortization of deferred CAP 

charges, and rate case expenses. 

A. 

Q. ARE YOU SPONSORING ANY OF THE COMPANY’S REBUTTAL EXHIBITS 

AND SCHEDULES? 

Yes, I am sponsoring the following exhibits, all of which are attached to this A. 
II I 
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II. 

Q. 

A. 

Q. 

4. 

Exhibit SLH-R1 Schedule A-1 (Revised) 

Exhibit SLH-R2 Schedule 8-2 (Revised) 

Exhibit SLH-R3 Schedule C-I (Revised) 

Exhibit SLH-R4 Deferred CAP M&l Capital Charges 

REBUTTAL TO RECOMMENDATIONS AFFECTING RATE BASE 

HAVE YOU REVIEWED THE DIRECT FILINGS OF WITNESSES FOR STAFF, 

RUCO, AND THE CITY IN THIS PROCEEDING? 

Yes, I have reviewed the direct testimonies of Ronald E. Ludders on behalf of 

Staff, William A. Rigsby, Timothy J. Coley for RUCO, and Edward F. Harvey for 

the City. 

PLEASE IDENTIFY THE SUBJECTS OF DISAGREEMENT THAT AFFECT 

RATE BASE YOU WILL BE ADDRESSING IN YOUR REBUTTAL 

.TESTIMONY. 

Staff, through its witness Ronald E. Ludders, has proposed adjustments to the 

Company’s Adjusted Rate Base to eliminate the deferred Central Arizona Project 

(“CAP”) Municipal and Industrial (“M&I”) capital charges from the Company’s rate 

base and to revise the lead/lag factors associated with Federal and State income 

taxes used in computing the cash working capital. 

RUCO, through its witnesses William A. Rigsby and Timothy J. Coley, is 

proposing adjustments to eliminate the recovery of deferred CAP M&l capital 

charges, to revise the lead/lag factors for Federal and State income taxes, to 

eliminate the Company’s inclusion of the effect of six months of additional 

depreciation expense on accumulated depreciation, and to further revise the 

accumulated depreciation balance to reflect RUCO’s recalculation of the 

elements that impact the accumulated depreciation balance (depreciation 

expense, leasehold amortization expense, retirements, and cost of 

remova I/sa lvag e). 
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Q. 

A. 

3. 

9. 

2. 

4. 

2. 

A. 

DOES THE COMMISSION HAVE A POLICY FOR CAP COST RECOVERY? 

Yes, it does. The Commission directed Staff to develop a detailed statement 01 

policy on CAP cost recovery to conform to the recovery methodologies used in 

the Vail Water Company rate case. (Decision No. 62993 (November 3, 2000) at 

Deferred CAP M&l Capital Charges 

IO). Pursuant to Decision No. 62993, a statement of policy for CAP cost 

recovery was developed by Staff and presented to the Commission in June 2001 

and subsequently posted on the Commission’s website (the “CAP Cost Recovery 

Policy”). 

HAVE STAFF AND RUCO APPLIED THE CAP COST RECOVERY POLICY IN 

THIS PROCEEDING? 

No, both Staff and RUCO have ignored the CAP Cost Recovery Policy. Instead, 

they have relied primarily on Commission decisions issued prior to the adoption 

of the CAP Cost Recovery Policy and recommended disallowance of all deferred 

and current CAP M&l capital charges based on those earlier decisions which 

predate the CAP Cost Recovery Policy. 

DID THE COMPANY DISCUSS THE CAP COST RECOVERY POLICY IN ITS 

DIRECT FILING? 

Yes. Each of the criteria numbered I through 4 from the CAP Cost Recovery 

Policy were identified and the Company’s plans for using CAP water in the 

Company’s Casa Grande, White Tank and Coolidge systems were set forth In 

my direct testimony. The background leading to the development of the CAP 

Cost Recovery Policy is discussed in Mr. Garfield’s rebuttal testimony. For 

further reference, a copy of the CAP Cost Recovery Policy is attached to Mr. 

Garfield’s rebuttal testimony in Exhibit WMG-R2. I will not repeat that 

background. 

PLEASE DISCUSS AGAIN THE FOUR CRITERIA FROM THE CAP COST 

RECOVERY POLICY. 
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A. A summary of the four criteria and the Company’s proposed means of 

compliance are set forth below. 

I )  CAP Allocation Is Needed to Properly Serve Customers. 

As Mr. Garfield explains in his rebuttal testimony, use of the CAP 

allocation to provide non-potable water reduces the Company’s demand for 

groundwater (as required by the Groundwater Code), while still providing the 

required level of water service to the Company’s customers. In addition, CAP 

water is needed to ensure an adequate long-term water supply. Planning for a 

regional CAP water treatment plant to provide potable water service in the 

Company’s Casa Grande and Coolidge systems has been underway for several 

years, as more fully discussed in the rebuttal testimony of Mr. Whitehead. 

In the White Tank system, customers have increased 106 percent (from 

617 to 1270) since the Company’s last rate case. To accommodate this growth 

in water demand, the Company is in the process of contracting for the treatment 

of its CAP allocation to provide potable water to customers in the White Tank 

system, as further detailed in the rebuttal testimony of Mr. Garfield. 

In the Coolidge system, the Company is presently proceeding with 

preliminary engineering design work and right-of-way acquisition and permitting 

for a CAP water treatment plant for use by the Coolidge and Casa Grande 

systems, as well as other future interconnected systems. These engineering and 

permitting efforts are discussed in more detail in the rebuttal testimony of Mr. 

Whitehead. Finally, the Company is already making non-potable CAP water 

available to serve golf courses and industrial customers under its NP-260 tariff, 

thereby reducing groundwater pumping and preserving groundwater supplies. 

2) CAP Allocation Is Needed Bv 2025. 

In Casa Grande, a significant portion of the CAP allocation is currently 

being used (approximately 2,300 acre feet of the Company’s allocation was used 

for non-potable purposes during 2004). The Company anticipates continued 
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increases in non-potable CAP water usage in Casa Grande and upon completior 

of a treatment plant, CAP water will also be used for potable purposes 

Accordingly, the Company expects that the full CAP allocation will be needed a’ 

the time a CAP water treatment plant is completed, currently anticipated by 201 2 

many years before the deadline in the CAP Cost Recovery Policy. 

In White Tank, the CAP allocation will be used to reduce the Company’s 

dependence on groundwater and meet increasing water system demands, 

Although the CAP allocation is currently needed, a CAP water treatment plant is 

not presently available. Upon completion of a joint CAP water treatment plan1 

with Arizona-American Water Company (“AAWC”), this condition will be satisfied. 

A status update of the pending negotiations with AAWC is provided in the 

rebuttal testimony of Mr. Garfield. In addition to this potable use of treated CAP 

water, the Company expects demand for non-potable CAP water in the White 

Tank system to develop as non-potable uses and needs for such water develop 

similar to customers currently using non-potable CAP water in other Company 

systems. 

In Coolidge, as in White Tank, the CAP allocation will be used to reduce 

the Company’s dependence on groundwater and to meet increasing demand. 

The Company is currently proceeding with preliminary engineering and right-of- 

way acquisitions and permitting for a CAP water treatment plant to provide 

treated CAP water to customers of the Casa Grande and Coolidge water 

systems as well as other systems interconnected with such systems. As Mr. 

Whitehead indicates in his rebuttal testimony, land has been purchased for the 

CAP water treatment plant. As stated earlier, the current timetable for 

completion of a Casa Grande CAP water treatment plant is 2012, but demand for 

non-potable CAP water is expected to increase from current levels in both 

Coolidge and Casa Grande. 
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1. 

4. 

3) Reasonable Amount of the CAP Allocation Will Be Used by 2025. 

The Company intends to reduce its reliance on groundwater by 

encouraging customers to use non-potable supplies where possible, constructing 

a regional CAP water treatment plant, and participating in a joint CAP water 

treatment plant with AAWC to enable CAP potable use. The Company’s present 

goal and current plans for using the CAP allocations for Casa Grande, White 

Tank, and Coolidge satisfy the criteria that a reasonable amount of the CAP 

allocation will be used by 2025. 

4) All of CAP Allocation Used by 2034. 

The Company is in the process of developing capabilities for CAP water 

treatment plants to fully utilize its CAP allocations for Casa Grande, White Tank, 

and Coolidge-by 2008 in White Tank and by 2012 for Casa Grande and 

Coolidge-well before 2034. Consistent with the Company’s current goals and 

operating expectations, the Commission’s criteria as set forth in the CAP Cost 

Recovery Policy that all of a company’s CAP allocation be used by 2034 will also 

be satisfied. The Company’s primary concern is to ensure that the use of the 

CAP allocations provide direct benefits to our customers at the most reasonable 

cost. 

DO STAFF AND RUCO EXPLAIN THE BASES FOR THEIR 

RECOMMENDATIONS THAT THE COMMISSION DISALLOW RECOVERY OF 

THE DEFERRED CAP M&l CAPITAL CHARGES IN THE CASA GRANDE, 

WHITE TANK AND COOLIDGE SYSTEMS? 

Staff and RUCO provide differing rationales for removing the deferred CAP M&l 

capital charges from rate base, although the reasoning of both parties is vague at 

best. See Ludders Dt. at 12-14; Rigsby Dt. at 16-21. Neither identifies any 

concern with the Company’s plans as set forth in my direct testimony, nor did 

they compare their positions to the CAP Cost Recovery Policy. 
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Q. 

A. 

a. 

9. 

HOW DOES THE COMPANY RESPOND TO STAFF’S AND RUCO’S 

RECOMMENDATIONS? 

To begin with, while Staff and RUCO offer different explanations for their 

positions, the result is the same-they seek to deny the Company recovery of 

expenditures that were made to ensure a long-term availability of reliable water 

supplies for its customers. This is particularly disturbing at this time when water 

availability is a high priority on the agendas of many state agencies, including the 

Governor’s Office, The bottom line is that the positions being advocated by Staff 

and RUCO are contrary to the CAP Cost Recovery Policy and conflict with the 

statewide water policies given to water providers in the State of Arizona over the 

last four years. 

In addition, recovery of the deferred CAP M&l capital charges through 

rates would promote the Company’s financial health at a time when it is facing 

substantial demand for capital resources, for instance, to fund arsenic treatment 

facilities. Given that the Company can only recover a portion of the revenues 

required to fund such activities under the current regulatory regime, the additional 

burden of denied CAP cost recovery will threaten the Company’s financial health. 

ON PAGE 12 OF HIS DIRECT TESTIMONY, STAFF WITNESS LUDDERS 

STATES THAT “BEFORE RATE PAYERS ARE CHARGED WITH AN 

EXPENSE IT MUST BE IN SERVICE AND USED AND USEFUL”. HAS STAFF 

APPLIED THIS CRITERIA IN ALL CAP COST RECOVERY PROCEEDINGS? 

Yes, but with a great deal of latitude on the definition of “used and useful”. For 

example, in Decision No. 62293 (February 1, 2000) concerning the Sun City 

Water Company and Sun City West Utilities Company (now operational districts 

of AAWC), the “used and useful” criteria was satisfied by identifying a recharge 

facility that would be available in the near future to receive the Sun City CAP 

allocation. The recharge facility, which belongs to the Maricopa Water District 

(“MWD”), was not located in the Sun City service territory and as such did not 
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2. 

provide a direct benefit to the ratepayers. Nevertheless, the deferred CAP M&l 

capital charges were amortized over the period that the charges had 

accumulated, five years, with a partial return on the unrecovered balance. 

Decision No. 62293 at 8. 

In Decision No. 62450 (April 14, 2000), pertaining to the application of Vail 

Water Company for a rate increase, the “used and useful” criteria for CAP cost 

recovery was satisfied by allowing Vail Water Company to recharge its CAP 

allocation at a remote location, not contiguous to its service territory. The 

Commission’s decision recognized that the recharge would not benefit Vail’s 

customer base. Decision No. 62450 at 9. Staff, in that case, “believed that it is 

important for Vail to retain its CAP allocation as long as it is eventually delivered 

to Vail customers”. Id. at 9. Since Vail’s revenue requirement was based upon a 

debt service coverage methodology, a return component on the unrecovered 

deferred CAP M&l capital charges cannot be determined. 

In Decision No. 63334 (February 2, 2001)’ pertaining to Agua Fria Water 

Company (now an operational district of AAWC), the “used and useful” criteria 

was satisfied by delivering increasing quantities of CAP water annually to the 

MWD until the full allocation was being either treated or recharged by 2010. 

Decision No. 63334 at 6 and 8. In that proceeding, the Commission found that 

Agua Fria’s customers would realize a direct benefit of reduced groundwater 

pumping by MWD and a full return on the unrecovered deferred CAP M&l capital 

charges was authorized. Id. at 3 and 9. 

In Decision No. 64889 (March 19, 2004), involving the Company’s Apache 

Junction system, the CAP allocation was almost fully used for potable and non- 

potable purposes and a full return on the unrecovered deferred CAP M&l capital 

charges was authorized. Decision No. 66849 at 9. 

HOW DO THE CASA GRANDE, WHITE TANK AND COOLIDGE PLANS FOR 

USING CAP SATISFY THE USED AND USEFUL CRITERIA? 
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1. 

As discussed throughout our rebuttal filing, the Company has specific plans in 

place for CAP water treatment plants to provide potable CAP water to its 

customers in the Casa Grande, White Tank and Coolidge systems in the near 

future. In addition, the CAP allocation has been used to our customers' benefit in 

assisting the creation of developments, as discussed by Mr. Garfield. Non- 

potable CAP water is already being provided to customers in the Casa Grande 

system, and with the arrival of new developments in the Coolidge and White 

Tank systems, the demand for non-potable CAP water will increase. Providing 

non-potable CAP water reduces CAP M&l capital charges and deferred CAP M&l 

capital charges, which reduces the level of charges to be recovered from the 

general body of customers. 

DOES THE COMPANY HAVE A SPECIFIC RESPONSE TO THE 

RECOMMENDATIONS MADE BY MR. RIGSBY ON BEHALF OF RUCO? 

Yes. Mr. Rigsby testifies that with the exception of the Casa Grande customers 

that purchase non-potable CAP water under the Company's NP-260 tariff, the 

remaining Casa Grande, Coolidge and White Tank ratepayers receive no benefit 

from those system's CAP allocations, the CAP allocations are by definition non- 

used and useful in the provision of service. Rigsby Dt. at 18. As discussed in 

depth in the rebuttal testimony of Mr. Garfield, the Company's customers in Casa 

Grande, Coolidge, and White Tank have benefited from the Company's retention 

of its CAP allocation. Also, the CAP Cost Recovery Policy contemplates 

recovery of deferred and ongoing CAP costs in instances where the CAP 

allocation is not presently being fully used. 

6. 

HAS THE ISSUE OF THE APPROPRIATE LEADILAG FACTOR FOR 

FEDERAL AND STATE INCOME TAXES FOR THE COMPANY BEEN 

ADDRESSED BY THE COMMISSION IN A PREVIOUS PROCEEDING? 

Lead/Laq Factor For Federal And State Income Taxes 
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Q. 

A. 

Q. 

A. 

Yes. In the Company's Eastern Group rate proceeding (Decision No. 66849 

(March 19, 2004) at 9), the Commission discussed the calculation of the federal 

income tax lag days and adopted the Company's calculation of 2.52 lag days for 

federal income taxes and 27.05 for state income taxes. 

HAS THERE BEEN ANY CHANGE IN THE PAYMENT OF OR THE 

RECORDING OF THE EXPENSE ASSOCIATED WITH FEDERAL OR STATE 

INCOME TAX LIABILITY SINCE THE ISSUANCE OF THE DECISIONS 

REFERRED TO ABOVE THAT WOULD WARRANT A CHANGE IN THE 

CALCULATION OF THE LAG FACTOR? 

No, there have not been any changes that would warrant a change in the 

calculation of the federal or state income tax factor. 

WHY IS STAFF RECOMMENDING A LEAD/LAG FACTOR FOR FEDERAL 

AND STATE INCOME TAXES OF 37 DAYS? 

Because their analysis is fundamentally flawed. On page 7 of his direct 

testimony, Staff witness Ludders states that 37 days is more reflective of when 

the taxes are due, rather than when the Company actually pays its taxes. Upon 

closer analysis of Mr. Ludders' work papers, it is evident that Staff's calculation of 

the 37-day lag factor for Federal and State income taxes is based upon the 

mistaken assumption that the service period for the tax liability paid quarterly is 

the twelve months of the tax year. Ludders Dt. at 6-7. Accordingly, Staffs 

analysis uses a mid-point for the service period of July lst. Conversely, the 

Company uses a service period that reflects the period that gives rise to the tax 

liability, the months in which the revenues are earned. The quarterly tax 

payment is related to the income earned monthly during the respective quarters. 

Therefore, the service period is more appropriately the mid-point of the month, 

which translates into the lag factors of 2.52 for Federal income taxes and 27.05 

for State income taxes, as the Commission previously recognized in our Northern 

and Eastern Group cases. 
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Q. 

A. 

ARE RUCO’S RECOMMENDED LAG FACTORS FOR FEDERAL AND STATE 

INCOME TAXES THE SAME AS RUCO OFFERED IN THE NORTHERN ANC 

EASTERN GROUP RATE PROCEEDINGS? 

Yes, RUCO continues to offer the same recommendation for Federal and State 

income tax lag days of 61.95 and 99.80, respectively, (Coley Dt. at 14)’ even 

though the Commission rejected RUCO’s arguments in our Northern and Eastern 

Group cases. See Decision No. 64282 (December 28, 2001) at 6 and Decision 

No. 66849 (March 19,2004) at 9. 

WHAT IS THE EFFECT OF USING THE 2.52 LAG DAYS FOR FEDERAL 

INCOME TAXES AND 27.05 LAG DAYS FOR STATE INCOME TAX 

PURPOSES ON STAFF’S CALCULATION OF THE CASH WORKING 

CAPITAL? 

If the 2.52 lag days for Federal income taxes and the 27.05 lag days for Stat6 

income taxes are reflected in the Staffs cash working capital calculations, the 

amounts in Staffs direct testimony for working capital would be revised to the 

amounts shown below by system: 

Staffs Direct Testimony Revised Amount 

Casa Grande ($ 43,550) $12,599 

Stan field ( 6,671) 

White Tank ( 649) 5,846 

Ajo ( 14,288) (1 1,716) 

Coolidge ( 26,267) (12,812) 

C. 

HAVE YOU REVIEWED RUCO’S ADJUSTMENTS TO ACCUMULATED 

DEPRECIATION FOR THE TEST YEAR? 

Yes, I have. 

RUCO’S Adjustments To Accumulated Depreciation 
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A. 

HOW DOES THE COMPANY RESPOND TO THESE ADJUSTMENTS? 

RUCO proposes to eliminate the adjustment to the accumulated depreciatior 

balance that the Company made to annualize the depreciation expense on thc 

year-end plant in service. Rigsby Dt. at 11-13; Coley Dt. at 9-10. Thc 

Commission, in each of the last two rate case filings that the Company ha$ 

made, adopted the Staffs pro forma adjustments, which included a depreciatior 

expense annualization adjustment to reflect a full year‘s depreciation on all plant 

except the post test year plant additions, which were annualized using the half. 

year convention. See Decision No. 64282 at 6; Decision No. 66849 at 6. RUCC 

argues that it is appropriate to increase the depreciation expense to annualize 

the expense on year-end plant, but that no adjustment to the accumulatec 

depreciation balance is necessary. Based on my experience, the Commissior 

has consistently adopted this adjustment .and as such, the Company has 

adjusted the accumulated depreciation balance and the Staff has accepted it in 

this case, consistent with our last two rate filings (Northern Group rate case anu 

the Eastern Group rate case). 

Another adjustment that RUCO proposes to the accumulated depreciatior 

balance results from its recalculation of the annual depreciation expense from the 

Company’s last rate case using a 1990 test year. Rigsby Dt. at 11 -1 2; Coley Dt. 

at 9-10. RUCO ignored the fact that the accumulated depreciation balance is 

impacted by more than just the annual depreciation expense and plan1 

retirements. The Company was authorized by the Commission to record a 

reserve deficiency adjustment to its accumulated depreciation accounts for all 01 

its Western Group systems for all of the years included in RUCO’s recalculation 

efforts. Decision No. 38733 (December 2, 1966) at 1. 

Cost of removakalvage has been ignored by RUCO as well in calculatins 

their proposed adjustment to the Accumulated Depreciation balances of the 

Western Group systems. RUCO has failed to include the reserve deficiencj 
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3. 

4. 

adjustment and the adjustments for cost of removal/salvage in its recalculations 

resulting in an erroneous adjustment to the Company’s test year Accumulated 

Depreciation balance. 

For Company systems that lease office facilities, RUCO used the 

composite depreciation rate instead of the proper leasehold amortization rate. 

See Rate Base adjustment #I -Accumulated Depreciation-Plant for each system’s 

schedules; see also RUCO Exhibit WAR-4; Exhibit TJC-4. In addition, RUCO 

has erroneously, on at least two occasions, adjusted the accumulated 

depreciation balance by the retirement of non-depreciable plant. Id. Accordingly, 

no adjustment is necessary to the accumulated depreciation balance because 

the adjustment proposed by RUCO arises only because of errors in RUCO’s 

calculations. 

REBUTTAL OF RECOMMENDATIONS AFFECTING INCOME STATEMENT 

PLEASE IDENTIFY THE SUBJECTS OF DISAGREEMENT THAT AFFECT 

THE CALCULATION OF THE ADJUSTED NET OPERATING INCOME, WHICH 

WILL BE ADDRESSED IN YOUR REBUTTAL TESTIMONY. 

The Company disagrees with Staffs recommendations to adjust purchased water 

expense to eliminate the recovery of CAP M&l capital charges that were included 

in the Company’s pro forma adjustments, to adjust the purchased power expense 

to eliminate the Company’s pro forma adjustment to annualize purchased power 

costs, and to revise the level of rate case expense which the Company will be 

authorized to recover. 

The Company disagrees with RUCO’s annualization of revenues and 

certain operating expenses, RUCO’s recommendation to disallow the recovery of 

deferred and ongoing CAP M&l capital charges, and RUCO’s calculation of 

property taxes. 
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Q. 

A. 

A. CAP M&l Capital Charges 

PLEASE DISCUSS THE CAP M&I CAPITAL CHARGES THAT ARE 

REFLECTED IN THE CALCULATION OF THE ADJUSTED NET OPERATING 

INCOME FOR THE TEST YEAR IN THIS PROCEEDING. 

CAP M&l capital charges that have been included in the test year adjusted net 

operating income consist of 1) the ongoing CAP M&l capital charges reflected as 

a pro forma adjustment to purchased water expense; and 2) the amortization of 

deferred CAP M&l capital charges reflected as a pro forma adjustment to the test 

year Depreciation and Amortization Expense in accordance with the CAP Cost 

Recovery Policy. 

The ongoing CAP M&l capital charges were computed at the current rate 

of $28 per acre-foot (effective January 1, 2005) for each system’s CAP allocation 

(Casa Grande (8,884 acre feet (“A.F.”)), White Tank (968 A.F.), and Coolidge 

(2,000 A.F.)). For Casa Grande, 2,279 A.F. (26%) of the CAP allocation is being 

used and accordingly, only the net incremental CAP M&l capital charges of 

$1 33,483 require Commission approval in this proceeding. The net incremental 

amount of $133,483 was computed by calculating the CAP M&l capital charges 

at $28 per A.F. on the entire Casa Grande allocation (8,884 A.F. X $28 = 

$248,752) and deducting the CAP M&l capital charges reflected in the test year 

expenses for non-potable sales of $1 15,269. 

The Company’s pro forma adjustment to purchased water expense 

includes another adjustment for Casa Grande of $29,627 to annualize the 

increase in CAP delivery rates from $74 per A.F. during the test year to $79 per 

A.F. as of January 1, 2005. 

In addition to the current and ongoing CAP M&l capital charges described 

above, the Company’s request in this proceeding seeks authorization to amortize 

the deferred CAP M&l capital charges accumulated as of the end of the test year 

(December 31, 2003) over a ten-year period. These charges appear as a pro 
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forma adjustment to the test year Depreciation and Amortization Expense. The 

deferred CAP M&l capital charges that the Company is seeking authorization to 

amortize are $3,525,803 for Casa Grande, which is net of $989,314 from non- 

potable sales; $506,268 for White Tank; and $1,046,011 for Coolidge. This 

results in amortization expense of $352,580 for Casa Grande, $50,627 for White 

Tank, and $104,601 for Coolidge. 

DO YOU AGREE WITH THE DISALLOWANCE OF DEFERRED AND 

ONGOING CAP M&l CAPITAL CHARGES PROPOSED BY BOTH STAFF AND 

RUCO? 

No, Staff and RUCO have again ignored the CAP Cost Recovery Policy, which 

contemplates cost recovery upon providing evidence demonstrating compliance 

with the four conditions discussed earlier in this testimony. See Garfield Rebuttal 

Exhibit WMG-R2. The CAP Cost Recovery Policy is very clear about the level of 

cost recovery that will be allowed upon demonstration of compliance with 

conditions 1 through 4 of the CAP Cost Recovery Policy. The CAP Cost 

Recovery Policy is designed to protect both the Company’s investment in 

retaining a long-term water supply and the ratepayers’ interest by holding the 

Company financially responsible for actually using the full CAP allocation by 

2034, and by submitting a CAP use plan within 5 years. 

WHAT PERCENTAGE OF EACH SYSTEM’S CAP ALLOCATION IS 

PRESENTLY BEING USED? 

For Casa Grande, 26% (2,279 A.F. / 8,884 A.F.) is presently being used to 

provide service to customers under the Company’s non-potable tariff. For White 

Tank and Coolidge, the CAP allocations are not currently being used, but are 

available for use today as customers request service of non-potable water, and 

will be used for potable purposes by 2008 for White Tank and by 2012 for 

Coolidge and Casa Grande, as discussed in Mr. Garfield’s and Mr. Whitehead’s 

rebuttal testimony. 
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IF THE COMMISSION WERE TO STRICTLY APPLY ITS CAP COST 

RECOVERY POLICY, WHAT LEVEL OF RECOVERY WOULD THE COMPANY 

RECEIVE? 

The CAP Cost Recovery Policy provides, at a minimum, that the Company 

should be authorized to include 26% of its deferred CAP M&l capital charges in 

Casa Grande's rate base and earn a return on that portion of its investment with 

a IO-year amortization to expense. See Garfield Rebuttal at Exhibit WMG-R2. 

In addition, ongoing CAP M&l capital charges and the balance of deferred CAP 

M&l capital charges would be fully recovered in commodity charges, however 

without a rate of return. Id. 

For the Company's White Tank system, until the Company is actually 

using all or some of its CAP allocation, the deferred CAP M&l capital charges 

would be recoverable over a IO-year period, as well as ongoing CAP M&l capital 

charges, but the deferred CAP balance would not be included in rate base until 

the Company is actually using some or all of its CAP allocation. 

For the Coolidge system, the deferred CAP M&l capital charges would be 

recoverable over a IO-year period, as well as ongoing CAP M&l capital charges, 

but the deferred CAP balance would not be included in rate base until the 

Company is actually using some or all of its CAP allocation. 

HAVE YOU, COMPUTED THE REVENUE REQUIREMENTS ASSOCIATED 

WITH THE CAP COST RECOVERY THAT WOULD BE AFFORDED UNDER 

THE CAP COST RECOVERY POLICY? 

Yes. Exhibit SLH-R1 , entitled "Schedule A-I Revised" summarizes the revenue 

requirement calculations needed to apply the CAP Cost Recovery Policy. 

WOULD YOU PLEASE EXPLAIN EXHIBIT SLH-Rl IN GREATER DETAIL? 

Yes. On this exhibit, the Company's direct case presentation is shown in 

Columns 1 and 2. Column 1 reflects the Company's case as filed, while Column 

2 restates the Company's initial application to eliminate all CAP-related revenue 

17 
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and expense items (Revenue from NP-260 tariff for CAP M&l capital charges, 

CAP M&l capital charges, CAP delivery charges and amortization of deferred 

CAP M&l capital charges) and rate base elements (deferred CAP M&l capital 

charges) to provide a starting point for applying the CAP Cost Recovery Policy. 

WOULD YOU PLEASE CONTINUE WITH YOUR DISCUSSION OF EXHIBIT 

SLH-R1 ? 

Column 3 of Exhibit SLH-R1 sets forth the calculation of the revenue requirement 

associated with the CAP allocations actually used during the test year. 

Column 4 of the same exhibit details the calculation of the revenue 

requirement applicable to the unused CAP allocation applying the CAP Cost 

Recovery Policy guidelines. 

Column 5 of Exhibit SLH-R1 sets forth the Company’s revenue 

requirement that results from the application of the CAP Cost Recovery Policy 

which consists of 1) Column 2, the Company’s direct case excluding CAP, 2) 

Column 3, (applicable only to the Casa Grande system) the used portion of the 

CAP allocation including a return on 25.65% of the deferred CAP M&l capital 

charges and 3) Column 4, the unused portion of the CAP allocation without a 

return on 74.35% of the deferred CAP M&l capital charges (for Casa Grande) 

and 100% of the deferred CAP M&l capital charges for the White Tank and 

Coolidge systems. 

HAVE YOU PROVIDED SUPPORTING EXHIBITS FOR THE RATE BASE AND 

ADJUSTED NET OPERATING INCOME COMPONENTS OF THE SCHEDULE 

A-1 REVISED REVENUE REQUIREMENT CALCULATION? 

Yes, I have. Exhibit SLH-R2 is a revised Schedule 8-2 setting forth the 

calculation of the Company’s revised Rate Base and Exhibit SLH-R3 is a revised 

Schedule C-I detailing the derivation of the revised Adjusted Net Operating 

Income. 
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PLEASE EXPLAIN EXHIBIT SLH-2R IN GREATER DETAIL. 

Exhibit SLH-R2 provides the same level of detail for rate base as is presented in 

Exhibit SLH-R1 for revenue requirement, Le., the Company’s direct case is 

shown with and without the balance of deferred CAP M&l capital charges in rate 

base, and rate base in which the balance of deferred CAP M&l capital charges 

has been allocated between used and unused portions of the CAP allocation. 

Since the CAP Cost Recovery Policy does not contemplate inclusion in rate base 

of the unused portion of the deferred CAP M&l capital charges, that amount is 

not carried over to Exhibit SLH-R1 to determine the unused portion’s revenue 

requirement. 

PLEASE DESCRIBE EXHIBIT SLH-R3 IN GREATER DETAIL. 

Exhibit SLH-R3 sets forth the calculation of the Adjusted Net Operating Income 

with the same level of detail as has been provided for Exhibits SLH-R1 and SLH- 

R2 for revenue requirement and rate base, respectively. In other words, the 

Company’s direct case is shown with and without purchased CAP water delivery 

charges and CAP M&I capital charges applicable to non-potable sales and the 

amortization of the deferred CAP M&l capital charges and the Adjusted Net 

Operating Income has been computed allocating applicable revenue and 

expense items on the basis of used versus unused CAP allocations. The CAP 

Cost Recove,ry Policy specifically contemplates recovery of the ongoing CAP M&l 

capital charges and an amortization of the deferred CAP M&l capital charges 

which have been reflected in this exhibit. For Casa Grande, the figures 

pertaining to the used portion of the CAP allocation include the current rates for 

delivery charges applicable to the CAP water used during the test year and the 

level of CAP M&l capital charges billed under the NP-260 tariff during the test 

~ 

26 11 year. 

27 Q. HAVE YOU DEVELOPED RATE DESIGN PROPOSALS RELATED TO THE 

28 CAP COST RECOVERY IN CONJUNCTION WITH THE REVENUE 
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Q. 

4. 

2. 

4. 

1. 

REQUIREMENTS COMPUTED ON EXHIBIT SLH-R1 FOR THE USED AND 

UNUSED CAP SCENARIOS? 

Yes, I have. Exhibit SLH-R4, entitled “Deferred CAP M&l Capital Charges,” sets 

forth two rate design proposals. One proposal is based upon the CAP-related 

revenue requirements calculated pursuant to the CAP Cost Recovery Policy. 

The CAP Cost Recovery Policy provides guidance on the rate design, which is 

reflected as Scenario 1 of the exhibit. Scenario 2 modifies the Commission’s 

guidance on rate design to address the concerns expressed by the City and also 

general concerns that Staff and RUCO may have regarding recovery from 

current customers. 

WHAT CONCERNS WERE EXPRESSED BY THE CITY REGARDING CAP 

COST RECOVERY RATE DESIGN? 

As discussed in the rebuttal testimony of Mr. Garfield, the Company does not 

agree with Mr. Harvey’s premise that CAP water is primarily intended to serve 

future customers. Harvey Dt. at 3. Still, there are a variety of rate design 

proposals that address fair and equitable allocation of the recovery of CAP costs 

between current and future customers. 

PLEASE DISCUSS SOME OF THE RATE DESIGN PROPOSALS TO WHICH 

YOU REFER. 

There are several rate design alternatives available to the Commission to allow 

the Company to recover the CAP costs in just and reasonable rates. For 

instance, a majority or all CAP costs could be recovered via a commodity rate for 

current customers, as would result with a direct application of the CAP Cost 

Recovery Policy. Another option available, in conjunction with a commodity rate, 

is a one-time fee assessed at the time customers initiate a service request, also 

referred to as a hook-up fee in the CAP Cost Recovery Policy. 

HAVE YOU INCORPORATED THESE ALTERNATIVES IN SCENARIO 2 OF 

EXHIBIT SLH-R1, DEFERRED CAP M&l CAPITAL CHARGES? 
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2. 
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a. 
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Yes. Scenario 2 modifies the direct application of the Commission’s CAP Cost 

Recovery Policy to recognize a 60/40 split in the revenue requirement between a 

commodity rate and hook-up type fees. Because the Company’s CAP 

allocations are not significantly larger than the groundwater demand of the 

individual systems, a large percentage of the revenue requirement would be 

recovered through a commodity charge to current customers applying the 

guidelines in the Commission’s CAP Cost Recovery Policy. In fact, in the Casa 

Grande system, the current groundwater demand exceeds the CAP allocation 

resulting in 100 percent of the allowable recovery to be collected via a commodity 

charge pursuant to the Commission’s CAP Cost Recovery Policy. 

B. Purchased Power Adjustments 

HAVE YOU REVIEWED STAFF’S ADJUSTMENT TO THE COMPANY’S 

ADJUSTED PURCHASED POWER EXPENSE? 

Yes, I have. The pro forma adjustment that the Company made to its test year 

purchased power expense was intended to annualize the rates that its power 

suppliers were charging at the time the rate application was prepared. Staff 

removed the Company’s pro forma adjustment under the misconception that it 

was somehow tied to the pumping costs related to CAP water. 

IS THE COMPANY’S PRO FORMA ADJUSTMENT STILL NECESSARY? 

Yes. A pro forma adjustment is necessary to reflect the current rates that power 

suppliers are charging the Company, however, due to the recent rate increase 

granted to Arizona Public Service (“APS”) in Decision No. 67744 (April 7, 2005), 

the pro forma adjustment that the Company originally calculated may be too low. 

WHAT IS THE EFFECT OF THE RATE INCREASES RECENTLY GRANTED 

BY THE COMMISSION TO APS? 

The Company is in the process of assessing the impact of the rate changes on 

its test year purchased power expenses. Unfortunately, the new rate design is 

more complex than the design that was in effect during the test year and 
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additional time is needed to ensure accurate application of the new rates. We 

anticipate this assessment by the time the Company’s rejoinder is filed. 

DID RUCO RECOMPUTE THE EFFECT OF THE APS RATE INCREASE ON 

THE COMPANY’S TEST YEAR PURCHASED POWER EXPENSES? 

Yes, partially. RUCO applied the rate increase percentage for the Rate 32 tariff 

of 3.5% to the Company’s purchased power costs. Rigsby Dt. at 27; Coley Dt. at 

20. However, the Company also takes power pursuant to APS’ Rate 221 tariff, 

and a rate increase was granted under that tariff as well, but RUCO did not 

discuss the increase in Rate 221 or address the effects that increase would have 

on the Company’s purchased power expense. 

C. Revenue And Expense Annualization 

RUCO ALLEGES THAT THE COMPANY’S PRO FORMA ADJUSTMENT TO 

ANNUALIZE REVENUES FAILS TO REFLECT YEAR END CUSTOMER 

LEVELS. HOW DOES THE COMPANY RESPOND TO THIS ALLEGATION? 

RUCO’s allegations are merely a means to distort the basis of its adjustment to 

annualize revenues. Upon closer examination of RUCO’s work papers, it 

becomes evident that the average revenue per customer is incorrectly based 

upon a// customer classes rather than the average revenue per residential 

customer, which, as 1 testi d in my direct testimony (at 25-26), constitutes 96% 

of the growth in customers in the Western Group. I also testified in my direct 

testimony (at 25) about the pro forma adjustment to Annualize Additional 

Customer Revenue and Expenses: 

Adjustment 5 - Annualize Additional Customer Revenue and 
Expenses is a pro forma adjustment that adjusts revenues and 
expenses to recognize the number of customers served by the 
Western Group at the end of the test year: 20,266 customers. 
During the test year, the Western Group served an average of 
19,596 customers, a difference of 670 customers. If the additional 
670 customers being served at the end of the test year had taken 
service for the full year, revenues would have been approximately 
$220,504 higher and expenses would have been $104,675 higher 
for the Western Group. (Emphasis added). 

e m  
LL 
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Q. 

A. 

Clearly, the Company's presentation recognizes the yearend level of 

20,266 customers. Also, the work papers provided to RUCO demonstrate that 

the increase in customers to be annualized is based upon the 20,266 customers 

that were served at December 31, 2003. The adjustment proposed by RUCO 

lacks merit, mischaracterizes the Company's filing, and should be disregarded in 

this proceeding . 
HAS THE ISSUE OF AVERAGE REVENUE PER CUSTOMER USING ALL 

CUSTOMER CLASSES VERSUS JUST THE RESIDENTIAL CLASS BEEN AN 

ISSUE IN OTHER COMPANY PROCEEDINGS? 

Yes, the same issue arose in the Eastern Group rate case. The Commission 

held that a revenue annualization that averages revenue increases to all 

customer classes results in an overstatement of revenue because it does not 

recognize that the vast majority of growth occurred in the 5/8-inch residential 

class. Decision 66849 at 12. Unfortunately, RUCO has used the same 

disapproved approach in this case. See Coley Dt. at 16-20 and Schedule TJC- 

11 ; Rigsby Dt. at 27 and Schedule WAR-11. 

RUCO PERFORMED A REGRESSION ANALYSIS IN THE NORTHERN 

GROUP RATE CASE TO ASSESS THE DEGREE OF CORRELATION 

BETWEEN NUMBER OF CUSTOMERS AND THE ANNUAL CHANGE IN 

EACH EXPENSE. WHAT IS THE COMPANY'S POSITION ON THIS 

ANALYSIS AND THE RESULTS ACHIEVED? 

Based upon the discussion of the regression analysis in the direct testimony of 

Timothy J. Coley, which is scant at best, and the responses to the Company's 

data requests regarding how the study was performed, the Company believes 

that the results cannot be applied to the Western Group systems' expenses. 

RUCO's regression analysis is theoretically questionable, outdated and lends 

itself to many questions. The work papers in support of RUCO's regression 

analysis provided in response to a data request excluded transmission and 
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distribution expenses entirely. The water treatment expenses used only reflectec 

operation expenses and excluded the water treatment maintenance expenses 

Any correlation or lack thereof is based on erroneous data. 

The Company’s expense annualization based upon costs per customei 

statistics was limited to transmission, distribution expenses and customei 

accounts expense. Statistics representing average operation and maintenance 

costs per customer or per gallon are accepted within the industry to evaluate a 

company’s operating efficiency as compared to others in the same industry. The 

cost categories that the Company has increased in its expense annualization 

adjustment are all operations and maintenance costs. Source of supply, 

pumping, and water treatment have been computed on a cost per gallon basis 

while transmission, distribution and customer accounts have been computed 

using unit costs per customer. The Company is not convinced by RUCO’s 

questionable and highly suspect regression analysis that transmission, 

distribution and customer accounts expenses will remain constant as a result of 

providing water to additional customers. It seems obvious that as new customers 

are added there will be additional meter installations, maintenance, meter 

readings, and customer billing and collection activity. Accordingly, the Company 

recommends that the Go ission reject RUCO’s adjustment to eliminate the 

Company’s expense annualization amounts. 

D. Propertv Taxes 

RUCO ASSERTS THAT THE COMPANY’S PROPERTY TAX EXPENSE 

METHODOLOGY OVERSTATES THE FULL CASH VALUE (“FCV”), WHICH 

WILL LIKELY ALLOW THE COMPANY TO OVER-EARN. HOW DOES THE 

COMPANY RESPOND? 

This is another issue that was raised in our previous rate cases, and the 

Commission ruled against RUCO. See e.g., Decision No. 64282 at 72-73. 

RUCO has repeatedly advanced the same methodology and it has consistently 
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been rejected by the Commission. See e.g., id.; Rio Rico Utilities, Inc. Decision 

No. 67279 (October 5, 2004) at 8. BeIIa Vista Wafer Company, Decision No. 

65350 (November 1, 2002) at 15-16; Far West Wafer Company, Decision No 

62649 (June 13,2000) at 8. 

WHAT IS WRONG WITH RUCO’S PROPOSED METHODOLOGY? 

The 2001,2002, and 2003 revenues form the basis of the property taxes that the 

Company will pay beginning in October of this year. Already, the 2004 revenues 

are known and we are halfway through 2005. New rates will become effective in 

late 2005, and will remain in effect through 2007. With these revenue increases, 

the Company’s property taxes will increase further. This increase in operating 

expenses is known and measurable, yet RUCO gives no consideration to these 

increased revenues and the known impact on property taxes. Actually, all RUCO 

has done is use the Arizona Department Of Revenue formula to recalculate the 

Company’s 2004 tax bill. 

E. Rate Case Expense 

DOES THE COMPANY AGREE WITH STAFF’S RECOMMENDATION 

REGARDING THE LEVEL AND ALLOCATION OF RATE CASE EXPENSE 

FOR THE WESTERN GROUP SYSTEMS? 

No. The Staff has recommended rate case expenses of $225,000 or $45,000 

per system. , Initially, the Company interpreted the Staffs position as charging 

$45,000 of rate case expense to each system for the three-year amortization 

period, but upon closer examination, the total expense has been allocated using 

the three-factor methodology. Rather than recommending a fixed rate case 

expense before the majority of the expenditures are known, as Staff is proposing, 

a more fair and equitable method of determining the total rate case expense for 

this proceeding as in previous Arizona Water cases would be to allow the 

Company to provide an actual level of rate case expenses incurred through the 

hearing and initial briefing stage at the time of filing reply briefs. This procedure, 
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ARIZONA WATER COMPANY 
BASED ON CAP COST RECOVERY POLICY 
WESTERN GROUP - CASA GRANDE 
TEST YEAR 2003 

une Desaiptim 

General Information: 
1 Cap Allocation( &Feet) 

2 2003GmvndwaterUsage(Aae-Feet) 

3 Defwed CAP MLI Balance at 12/31/2003 (RATE BASE) 

Purchased Water Exmnse: 
Ongolng (Current) Mal Charges: 

4 
5 Unused Allocation (6605 AF) 
6 Total Cngoing MBI Charges 

Test Year 2003 (2.279 AF Delivered) 

CAP Delivery Charges @ S79lAF 
7 

9 Total CAP Delivecy Charges 

Test Year 2003 (2.279 AF Delivered) 
8 unused Allocation (6605 AF) 

10 Miscellaneous TY Adjustment 

11 Total Adjusted TY 2003 Purchased Water Expense 

Total 

8.884 

11.400 

3.525.803 

115,269 
133,483 
248,752 

180,041 
0 

180,041 

(3.661) 

425,132 

Amortization of Deferred CAP MBI Balance Cid 12 13112003: 
12 Defened CAP MBI Balance at 12/31/2003 (RATE BASE) 3.525.803 

13 Amortization Pariod 10 

14 Amortization Expense (Adjusted TY Deprec (L Amort Expense) 352,580 

Anocationused 

2,279 

2.924 

904,469 

115,269 

' 180.041 

(3.661) 

Allocation Unused 

6,605 

8,476 

2,621.334 

133.483 

291,649 133,483 

904,469 2,621,334 

10 10 

90,4447 262,133 

ProDosed Rate Desian - Scenario 1; 

15 CAP Revenue Requirement (Exhibit SLHRI) $ 1,041,648 $ 479.736 $ 561.912 

16 % Recoverable via Commodity Rate 
17 (Groundwater pumped/CAP Allocation) 100.00% 100.00% 100.009 

18 %Recoverable via Hook-Up Fee 
I 9  (100% - Commodity percentage) 0.00% 0.00% 0.009 

20 Test Year Sales (M Gallons) 3.381.403.0 

21 2003NewCustomers 596 

22 A W g e  Resklential Consumption 

23ProposedCommodityRatelMGalon 

24 Proposed Hookup Feel New Customer 

25 Average Residential Bill Increase 

10,700 

$ 0.3081 $ 0.1419 $ 0.1662 

$ - $  - $  

$ 3.30 $ 1.52 $ 1.70 

Proaosed Rate Desian - Scenario 2: 

26 CAP Revenue Requirement (Exhibit SLHRI) $ 1.041.648 $ 479,736 $ 561,912 

27 % Recoverable via Commodity Rate 60.00% 60.00% 60.00% 

20 % Recoverable via Hook-Up Fee 
29 (100% - Commodity percentage) 

30 Test Year Sales (M Gallons) 

31 2003 New Customers 

32 Avecage Residential Consumption 

33 Pmposed Commodity RaWM Gallon 

34 Proposed Hookup Feel New Customer 

35 Average Resldentlal Bill l m a s e  

40.00% 40.00% 40.00% 

3.381.403.0 

596 

10.700 

$ 0.1848 $ 0.0851 $ 0.0997 

$ 699 $ 322 $ 377 

5 1.98 $ 0.91 $ I .07 

Exhibit SLH-R4 
Page 1 of 3 



ARIZONA WATER COMPANY 
BASED ON CAP COST RECOVERY POLICY 

TEST YEAR 2003 
WESTERN GROUP -WHITE TANK 

Exhibit SLH-R4 
Page 2 of 3 

Line Description 

General Information; 
1 Cap Allocation( Acre-Feet) 

2 2003 oroundwaeer Usage ( M e e t )  

3 Deferred CAP MBI Balance at 12/31/2003 (RATE BASE) 

Purchased Water Exoense: 
Ongoing (Current) MBI Charges: 

Test Year 2003 (0 AF Delivered) 4 
5 Unused Allocation (968 AF) 
6 Total Ongoing MBI Charges 

CAP Delivery Charges @ $79/AF: 
Test Year 2003 (0 AF Delivered) 7 

8 Unused Allocation (968 AF) 
9 Total CAP Dellvery Charges 

10 Total Adjusted M 2003 Purchased Water Expense 

Total 

968 

680.53 

506.268 

0 
27,104 
27,104 

0 

27,104 
d 

Amortization of Deferred CAP MBI Balance @ 12/31/2003: 
11 De(erred CAP MBI Balance at 12/3112003 (RATE BASE) 506.268 

12 Aroctizah Period 10 

13 Amwtlzatiin Expense (Adjusted M Deprec 8 Amort Expense) 50,627 

AllOCatiOn lsed Allocationunused 

0 968 

0 680.53 

0 506268 

0 
27.104 

0 

0 27,104 

0 506.268 

10 10 

0 50,627 - 
ProDosed Rate Desian - Scenario 1: 

14 CAP Revenue Requirement(ExMWtSU1) $ 109,854 f - $ 109.854 

15 % Recoverable via Commodity Rate 
16 (Groundwater pumped/CAP Allocation) 70.30% 100.00% 70.309 

17 % Recoverable via HOok-Up Fee 
18 (1OO%-Commoditypercentage) 29.70% 0.00% 29.709 

19 Test Year Sales (M Gallons) 211.414.4 

20 2003 New CustMners 62 

21 Avenyle Residential Consumption 13.000 

22 Pmposed commodi Ram Gallon E 0.3653 f - $ 0.3653 

23 Pmposed Hookup Fee/ New Cust~ner $ 526 $ - E  526 

24 Average Residential Bill Increase E 4.75 E - E  4.75 

ProDosed Rate Desian - Scenario 2: 

25 CAP Revenue Requirement (Exhibit SLH-Rl) $ 109,854 $ - $ 109,854 

26 % Recoverable via Commcd~ ‘ty Rate 60.00% 60.00% 80.00% 

28 (1 00% - Commodity percentage) 40.00% 40.00% 40.00% 
27 % Recoverable via Hookup Fee 

29 Test Year Sales (M Gallons) 21 1.414.4 

30 2003 New Customers 62 

31 Average Residential Consumption 13.000 

32 Proposed commodity RaWM Gallon $ 0.3118 f - $ 0.311% 

33 Proposed Hookup FWNew Customer 8 709 $ - $  709 

34 Average Residential Bill Increase E 4.05 E - $  4.05 



, 

ARIZONA WATER COMPANY 
BASED ON CAP COST RECOVERY POLICY 

TEST YEAR 2003 
WESTERN GROUP - COOLIDGE 

Line Desaiption Total Allocation used AllocaGon unused 

3 Deferred CAP M81 Balance at 12/31/2003 (RATE BASE) 

Purchased Water Exmnse: 
Ongoing (Current) MBI Charges @ $2S/AF 

4 
5 unusedAllocation(2oooAF) 
6 Total ongoing MI Charges 

Test Year 2003 (0 AF Delivered) 

CAP Delivery Charges @ $79/AF 
Test Year2003 (0 AF Delivered) 7 

8 Unused Allocation (2OOO AF) 
9TotalCAPDelhreryCharges 

10 Total Adjusted TY 2003 Purchased Water Expense 

2,000 

1.646.54 

1,046,011 

0 
56,m 
56.m 

Exhibit SLH-R4 
Page 3 of 3 

0 2.000 

0 1.646.54 

0 1.046P11 

0 , o  
0 

0 
56.m 

c 
56,000 0 

Amortlzation of Deferred CAP MBI Balance @ 12/31/2003: 
11 Deferred CAP M81 Balance at 12/31/2003 (RATE BASE) 1,046,011 0 1,046.01 1 

12 M z a t i o n  Period 10 10 10 

13 Amortltation Expense (Adjusted TY Deprec LL Amort Expense) 104,601 0 104,601 

prooosed Rate Desian - Scenario 1: 

14 CAP Revenue Requirement (Exhibit SLH-R1) $ 226,970 t - $ 226,970 

15 %Recoverable via Commodity Rate 
16 (Groundwaterpwnped/CAP Allocation) 82.33% 100.00% 82.33% 

17 % RecweraMe ria Hook-Up Fee 
18 (100% -Commodity percentage) 17.67% 0.00% 17.67% 

19 TeSr Year Sales (M Gallons) 459,203.7 

20 2003 New customan 15 

21 Average Residmlial Consumption 10.100 

22 Pmposed Commodity RatalM Gallon $ 0.4069 $ - $ 0.4069 

23 Propo9%d Hookup Feel New Customer $ 2,674 $ - $  2,674 

24 Average Residential Bill kKxsase $ 4.11 $ - $  4.1 1 

Prommad Rate Deslan - Scenario 2: 

25 CAP Revenue Requirement (Exhibit SLH-Rl) f 226.970 f - $ 226,970 

26 % Recovecable via Commodity Rate 60.00% 60.00% 60.00%] 

27 % RecoveraMe ria Hook-Up Fee 
28 

29 Test Year Sales (M Gallons) 

30 2003 New Customers 

(1 00% - commodity percentage) 

31 Average Residential Consumption 

40.00% 40.00% 40.00%l 

459,203.7 

15 

10,100 

32 Proposed Commodity RatelM Gallon $ 0.2966 $ - 0 0.2966 

33 Pmfmsed Hookup Feel New Customer s 6,053 $ - $  6.053 

34 Average ResidenUal BNI hKxease 5 3.00 $ - $  3.00 
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ARIZONA WA TER COMPANY 

Rejoin der Testimony of 

Sheryl L. Hubbard 

INTRODUCTION AND PURPOSE OF TESTIMONY 

PLEASE STATE YOUR NAME, EMPLOYER AND OCCUPATION. 

My name is Sheryl L. Hubbard. I am employed by Arizona Water Company (the 

“Company”) as Manager of Rates and Regulatory Accounting. 

ARE YOU THE SAME SHERYL L. HUBBARD THAT PREVIOUSLY 

SUBMITTED DIRECT TESTIMONY AND REBUTTAL TESTIMONY IN THIS 

MATTER? 

Yes, I am. 

HAVE YOU REVIEWED THE SURREBUTTAL FILINGS OF WITNESSES FOR 

STAFF AND RUCO IN THIS PROCEEDING? 

Yes, I have reviewed the surrebuttal testimonies of Ronald E. Ludders on behalf 

of Arizona Corporation Commission’s (“Commission”) Utilities Division Staff 

(‘Staff”) and, William A. Rigsby, and Timothy J. Coley for the Residential Utility 

Consumer Office (“RUCO”). 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rejoinder testimony is to respond to certain surrebuttal 

testimony submitted by the Staff and RUCO in this rate proceeding. Specifically, 

I will present the Company’s rejoinder position with respect to the respective 

parties’ responses in their surrebuttal to the Company’s rebuttal testimony 

pertaining to accumulated depreciation, leadllag factor for federal and state 

income taxes, deferred Central Arizona Project (“CAP”) charges and the 

WTECASEU004-WESTERN GROUP\REJOINDER TESTIMONYWUBBARDNLH REJOINDER TESTIMONY-FINAL-WOQOS.DOC 
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A. 

Q. 

A. 

Q. 
4. 

7. 

4. 

associated amortization, RUCO’s revenue annualization adjustment, propert) 

taxes, and purchased power expenses. 

HAVE YOU PREVIOUSLY PROVIDED REBUTTAL TESTIMONI 

ADDRESSING THE STAFF’S AND RUCO’S POSITIONS ON THESE 

SUBJECT MATTERS? 

Yes, and my rejoinder testimony in this proceeding will only address the 

surrebuttal arguments offered by the Staff and RUCO in response to my rebutta 

testimony. I stand by my testimony in the direct and rebuttal phases of this 

proceeding on any matter not specifically addressed in this rejoinder testimony. 

ARE YOU SPONSORING ANY OF THE COMPANY’S REJOINDER EXHIBITS 

AND SCHEDULES? 

Yes, I am sponsoring the following exhibits, all of which are attached to this 

testimony: 

Exhibit SLH-RJ1 Summary of Parties’ Schedule A-I 

Exhibit SLH-RJ2 Summary of Parties’ Schedule B-2 

Exhibit SLH-RJ3 Summary of Parties’ Schedule C-I 

Exhibit SLH-RJ4 Revisions to Rebuttal Exhibits 

Exhibit SLH-RJS Proposed CAP Cost Recovery 

PLEASE DESCRIBE EXHIBIT SLH-RJI. 

Exhibit SLH-RJ1 is a six-page exhibit titled “Computation of Increase in Gross 

Revenue Requirements.” The exhibit provides a comparison of the proposed 

increase in gross revenue recommended by the Company, Staff and RUCO in 

this proceeding. A separate schedule is provided for each system in the Western 

Group. The exhibit is composed in the same manner as the Company’s 

Schedule A-I in its direct case filing. 

PLEASE DESCRIBE EXHIBIT SLH-RJ2. 

Exhibit SLH-RJ2 is a six-page exhibit titled “Pro Forma Adjustments to Rate 

Base.” Schedules are presented for each of the five Western Group systems 

WATECASE\20M_WESTERN GROUPWEJOINDER TESTIMONYVIUBBARDWLH REJOINDER TESTIMONY-FINAL_060905 DOC 3 
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4. 

2. 

i. 

2. 

i. 

and a total Western Group summary. The final rate base positions of the 

Company, Staff and RUCO are presented in these schedules. The format of the 

information summarized on Exhibit SLH-RJ2 is comparable to the Company’s 

rebuttal Exhibit SLH-R2. 

PLEASE DESCRIBE EXHIBIT SLH-RJ3. 

Exhibit SLH-RJ3 is a six-page exhibit titled “Pro Forma Operating Income 

Statements”. This exhibit consists of individual system schedules and a total 

Western Group summary of the adjusted operating income recommendations of 

the Company, Staff and RUCO. The format of this exhibit is comparable to the 

Company’s rebuttal Exhibit SLH-R3 in the Company’s rebuttal case presentation. 

PLEASE DESCRIBE EXHIBIT SLH-RJ4. 

Exhibit SLH-RJ4 is an 18-page exhibit consisting of a computation of the 

increase in gross revenue requirements (pages 1 through 6)’ pro forma 

adjustments to rate base (pages 7-12), and pro forma adjusted net operating 

income (pages 13-18) for each of the five Western Group systems. These 

schedules modify the comparable schedules filed during the rebuttal phase of 

this proceeding to isolate the pro forma CAP-related investments and expenses 

from the Company’s test year operations that included some CAP usage. This 

breakdown provides the basis of the Company’s CAP cost recovery 

recommendation in this phase of the proceeding, assuming that the Company’s 

proposed hook-up fee proposal is not accepted. 

PLEASE DESCRIBE EXHIBIT SLH-RJS. 

Exhibit SLH-RJS is a two-page exhibit that summarizes the Company’s proposed 

hook-up fee to recover the deferred CAP M&l charges. The company is 

proposing a recovery of the deferred charges over a IO-year period by charging 

a hook-up fee that would be collected from new customers. A single hook-up fee 

of $289 is proposed for Casa Grande and Coolidge since these systems will be 

4 RATECASEUW-WESTERN GROUP!REJOINDER TESTIMONWUBBARDSLH REJOINDER TESTIMONY-FINAL-W0905 DOC 
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II. 

Q. 

A. 

3. 

4. 

interconnected and consolidated in the 2006 test year rate filing. A $674 hook-up 

fee is proposed for White Tank. 

DEFERRED CAP M&l CHARGES 

HAS RUCO PROVIDED SURREBUTTAL TESTIMONY REGARDING CAP 

COST RECOVERY TO WHICH THE COMPANY WOULD LIKE TO RESPOND? 

Yes. RUCO, through its witness, William A. Rigsby, testifies that the Company’s 

NP-260 tariff “allows Arizona Water to recover the deferred CAWCD M&l charges 

that are attributable to non-potable customers in Casa Grande”. (Rigsby Sb. at 

IO) .  However, non-potable customers are liable for the deferred CAP M&l 

charges onJ to the extent that they have a contractual commitment to a portion 

of the Company’s CAP allocation. These obligations have already been reflected 

in the deferred CAP M&l balance. In the case of the golf course customers, 

there is no contractual commitment to the Company’s CAP allocation and the 

allocation remains available to the Company’s remaining customers. 

ARE THERE OTHER CONCERNS THE COMPANY HAS WITH RUCO’S 

POSITION REGARDING CAP COST RECOVERY? 

Yes. Mr. Rigsby devotes significant surrebuttal testimony to what he deems to 

be the Company’s misrepresentation of the intent of ACC Decision No. 62993. 

(Rigsby Sb. at 3) The Company strongly disagrees with Mr. Rigsby. 

The CAP Cost Recovery Policy makes a clear distinction between 

recovery: (1) when CAP water is used; (2) when it is partially used; and/or (3) 

when it is not currently in use. Throughout our rebuttal and rejoinder, the 

Company’s testimony has demonstrated how its proposal is consistent with the 

guidance of the Commission’s CAP Cost Recovery of CAP M&l costs Policy. 

The Company’s goal is to propose a means of recovery of CAP M&l costs that 

are fair to the ratepayers who benefit from the CAP allocations. RUCO simply 

wants to deny the Company recovery of these prudently incurred costs. 
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Q. 

4. 

II. 

9. 

4. 

IN ITS SURREBUTTAL, STAFF MENTIONS MEETING TO DISCUSS 

SETTLEMENT ON THE CAP COST RECOVERY. DOES THE COMPANY 

HAVE A REVISED CAP COST RECOVERY PROPOSAL TO SUBMIT AT THIS 

TIME? 

Yes. The Company’s proposed cost recovery mechanism provides for collection 

of a hook up fee for ten years. The hook up fee would be paid on new lots and 

treated as revenue with a corresponding offset of the ongoing M&l charges and 

the remainder would reduce the balanoe of deferred CAP M&l charges. The 

proposed hook-up fee and resulting cost recovery by system is attached as 

Exhibit SLH-RJ5. 

ACCUMULATED DEPRECIATION 

HAS RUCO PROPERLY CHARACTERIZED THE COMPANY’S REBUTTAL 

TESTIMONY AS IT RELATES TO RUCO’S ADJUSTMENT TO 

ACCUMULATED DEPRECIATION? 

No. The Company explained that RUCO failed to take the removal and salvage 

costs of plant assets into consideration. The Company was not implying that the 

depreciation rates required any kind of adjustment to reflect removal and salvage 

costs. (Rigsby Sb. at 19). Still, the Company’s accumulated depreciation 

balance is affected by more than just depreciation expense based upon the 

Com m ission-a p p roved depreciation rates . For instance remova I costs and 

salvage are charged to the accumulated depreciation account when plant is 

retired. RUCO has failed to reflect the removal costs and salvage for the thirteen 

years covered by RUCO’s calculation of the appropriate balance of the 

accumulated depreciation account. 

This fact, in addition to RUCO’s failure to adjust the accumulated 

depreciation expense for the Commission-authorized reserve deficiency 

adjustments and amortization of leasehold improvements proves that RUCO’s 

proposed adjustment is incorrect. Merely claiming that an error or part of an 
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error is in the Company’s favor does not justify an improper proposed 

adjustment. In this particular case, all of the Company’s Western Group systems 

do not have leasehold improvements and accordingly would not have benefited 

from “an error in the Company’s favor” as implied by Mr. Rigsby’s surrebuttal 

testimony. (Rigsby Sb.at 20). 

LEAD/LAG FACTOR FOR FEDERAL AND STATE INCOME TAXES 

MR. LUDDERS TESTIFIES THAT THE 37 DAY LAG FOR FEDERAL AND 

STATE INCOME TAXES STAFF USED IS THE CORRECT TREATMENT. 

DOES THE COMPANY AGREE WITH THE RESULTS OF STAFF’S 

RESEARCH? 

No, Mr. Ludders’ “research” on the matter does not support Staff‘s position. 

(Ludders Sb at 4). Authorities on working capital for public utilities for ratemaking 

purposes are extremely rare. But, those authorities that do exist acknowledge 

the appropriateness of recognizing actual payment patterns including any 

associated payment or refund occurring subsequent to the tax year. In the 

Company’s case, a refund is historically received in April of the year following the 

tax year. Staff failed to recognize this overpayment of the federal and state tax 

liabilities in its calculation of the lag days. The “source” relied on by Mr. Ludders 

acknowledges that if a Company “pays sooner than required, due to specific 

facts and circumstances, such factors may be considered in the calculations”’. 

Nevertheless, Staff ignores the paymenurefund obligation associated with federal 

and state income taxes that occurs in April of the year following the tax year in its 

calculation of the federal and state lead days. 

RUCO’S WITNESS COLEY PROVIDES FEDERAL AND STATE LAG DAYS 

OF FOUR OF THE LARGEST UTILITIES IN ARIZONA AS A COMPARISON 

Dabelstein, C.W. Public Utility Working Capital, p.70. 
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4. 

TO THE COMPANY’S FEDERAL AND STATE LAG DAYS. HOW DOES THE 

COMPANY RESPOND? 

It is extremely difficult to make an informed response to Mr. Coley’s calculations 

because he failed to provide any supporting documentation of the basis of the 

numbers provided. (COLEY Sb. at 4) This is especially true when the four 

utilities’ federal lag factors range from 80 lag days to 37 lag days and does not 

include any water utilities. It is strictly based on electric, gas, and telephone 

utilities. It is unclear whether these supposed sample companies overpay or 

underpay their liabilities or whether payments are made on statutory payment 

dates. The data provided in Mr. Coley’s table (Coley Sb. at 4) suggests that the 

lag factors for all utilities are not the same. These same arguments are true for 

the state lag day calculations, which range from 62 lag days to 18 lag days for 

the utilities in Mr. Coley’s table (Coley Sb. at 4). The Company provided work 

papers that support the calculation of its federal and state lag days for cash 

working capital purposes and stands behind its calculations of 2.52 lag days for 

federal tax purposes and 27.05 lag days for state tax purposes. 

PURCHASED POWER EXPENSES 

IN THE COMPANY’S REBUTTAL TESTIMONY, THE COMPANY DID NOT 

INCLUDE THE EFFECTS OF ARIZONA PUBLIC SERVICE COMPANY’S 

(“APS”) RECENT RATE INCREASE. HAS THE COMPANY PERFORMED 

THAT CALCULATION? 

Yes. The Company has performed a comparison of the test year level of 

expense for power purchased from APS with the expense it will incur under APS’ 

new rate structure based on the power usage patterns of the test year. 

WHAT IS THE RESULT OF THAT CALCULATION? 

The calculations support a pro forma adjustment to the Company’s adjusted test 

year purchased power expense of $22,779 for the Western Group. The effect on 
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each system’s adjusted test year purchased power expense is shown in the table 

below. 

System Pro Forma Adj. Revised Net Change 

Direct Testimony Pro Forma Adj Increase (Decrease) 

Casa Grande ($1,467) $23,073 $24,540 

Stanfield ( 137) 51 0 647 

White Tank ( 456) (4,783) (4,327) 

Ajo 6 64 58 

Coolidge 283) 1,578 1,861 

Western Group ($2,337) $20,442 $22,779 

IS THE COMPANY PROPOSING AN ADJUSTMENT TO ITS PURCHASED 

POWER EXPENSES REFLECTED IN ITS ORIGINAL FILING BASED UPON 

THE CALCULATIONS ABOVE? 

Yes. It is necessary to make the adjustments reflected in the Net Change 

column to properly and accurately reflect the Company’s adjusted test year 

purchased power expenses. 

HOW DOES THIS ADJUSTMENT COMPARE TO RUCO’S PRO FORMA 

ADJUSTMENT TO PURCHASED POWER EXPENSE? 

RUCO’s pro forma adjustments did not incorporate the Rate 221 rate change, but 

instead applied the 3.5% rate change to APS’ Rate 32 to all of the Company’s 

test year purchased power expense. The Company’s adjustments incorporate 

the effects of the rate increases granted to APS for both of its tariffs (Rate 221 

and Rate 32) and are based on the Company’s test year power usage patterns 

under each applicable APS tariff and accordingly are more accurate than 

RUCO’s adjustments. 

PROPERTY TAXES 
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4. 

AI. 

2. 

RUCO ASSERTS THAT THE COMPANY MODIFIED THE ARIZONA 

DEPARTMENT OF REVENUE (“ADOR”) PROPERTY TAX VALUATION 

METHOD. IS THIS TRUE? 

No. The Company and Staff used the ADOR formula but with different inputs 

than RUCO. RUCO fails to account for any change in revenue resulting from this 

proceeding. The Commission has repeatedly rejected this RUCO position, as 

shown in the cases I cited in my rebuttal testimony on page 24-25. 

WHAT ABOUT RECENT LEGISLATION IMPACTING ASSESSMENT RATES 

FOR UTILITIES? 

Adjustments to reiiect changes in property tax rates are more appropriate when 

revised tax rates become known and measurable. Changes that may occur in 

the method of computing the assessed property valuations will not necessarily 

translate into reduced taxes when the taxing districts establish their tax rates. 

Since the Company is required to file a rate case based on a 2006 test year, the 

Commission will have an opportunity at that time to make an adjustment, if the 

circumstances warrant. 

DID THE STAFF MODIFY ITS PROPERTY TAX CALCULATIONS FOR 

EFFECTS OTHER THAN JUST THE CHANGE IN REVENUE PROPOSED IN 

THE SURREBUTTAL PHASE OF THIS PROCEEDING? 

From a comparison of the individual system property tax calculations, it appears 

that Staff has revised the base year revenues used in the property tax 

calculations. 

DOES THE COMPANY AGREE WITH THE BASE REVENUE USED BY STAFF 

IN ITS SURREBUTAL PROPERTY TAX CALCULATION? 

Yes. 

REVENUE AND EXPENSE ANNUALIZATION 

RUCO ASSERTS THAT THE COMPANY’S LEADILAG STUDY IS OUTDATED. 

HOW DOES THE COMPANY RESPOND? 
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4. 

RUCO’s assertion is an attempt to hide a serious flaw in RUCO’s regressioi 

analysis in this proceeding. Clearly, RUCO’s regression analysis is based oi 

outdated data. The financial data that forms the basis of RUCO’s study relates tl 

the period 1992 through 1999. Most of the financial information used by RUC( 

(1 992-1 998) is more than five years old, unlike the Company’s leadllag study tha 

was based on year 2003 expenses. 

The Company was even more concerned about the erroneous data tha 

RUCO used in arriving at its conclusion that only pumping expenses, custome 

accounts expenses and water treatment expenses are directly impacted by i 

change in customer levels (Coley Dt. at 18). The results of RUCO’s analysis art 

flawed because that analysis excluded transmission and distribution expense! 

and water treatment maintenance expenses. The Company stands by it! 

rebuttal testimony that any correlation or lack thereof derived from the results o 

RUCO’s regression analysis could not possibly be accurately established fron 

the information provided in response to the Company’s data request abou 

RUCO’s regression analysis. 

DOES THAT COMPLETE YOUR REJOINDER TESTIMONY IN THlI 

PROCEEDING? 

Yes, it does. I do wish to note, however, that my silence on any issue raised o 

recommended by any party to this proceeding should not be construed as thc 

Company’s acceptance of that issue or recommendation. 
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Exhibit SLH-RJI 
Page 1 of 2 

Line Dusctiption 
Wac0 @ 12/31/2003 

2004 M U  Charges at 528/AF 
NP-280 TaM M6l ChprDeP 

Balance @ 12/31/2004 

2005 M6I CharQas at 528lAF 

AFUDCestimated M On 2004 Nb 

NP-280 Tariff Mal Charge8 
AFUMmatedbasedo2004Nh 
Balance @ 12/31/05 

2Mx) MU C-6 al %WAF 
NP-260 Tariff MI1 Chaw 
AFUDCeatrmstad based On 2004 rate 
Hook-Up Fees Collected 
Taxes On Hook-UP Fees 
W a c 0  @ 12/31108 

2007 M U  Ch-5 at 521IAF 
NP-280 Tarin M6I ChWg6S 
AFUDCestimated bwlxl On2004 rate 
Hook-Up Fees Colleded 
T- On Hook-Up Fees 
Wane0 @ 12/31/07 

2008 M6I Charws al 521IAF 
NP-280 Trin M6I Charges 
AFUDCertmrated based On 2004 rate 
Hook-Up Faas Collected 
Taxes On Hook-Up Fees 
Balance @ 12/31108 

2009 M U  C m  at $21/AF 
NP-280 Tanff Mal ChargeP 
AFUDCestKnated based On 2004 
Hook-Up Faas CoHectad 
Taxes Hook-Up FNS 
Bslam @ 12/31KS 

2010 MU Chargas at 521IAF 
NP-280 Tarin M6I ChsrpRS 
AFUDCesbmatad baMd On 2004 Ntd 
Hook-Up Fees Collected 
T w  On W - U P  FWS 
W n C a  @ 12/31/10 

2011 MU C- at S211AF 
NP280 Tarin M6I ChameS 

Hook-Up Fees COlleded 
~ ~ ~ ~ ~ e ~ t ~ m a t e d  based m 2004 rate 

T w  on Hook-Up Fees 
wama @ 12/31/11 

2012 M6I Charges at 52lIAF 
NP-280 Tarifl M6I Chsrpcla 
AFUDCesti~ted based On 2004 Nk 
Hook-Up FWS collected 
TRXOS On Hook-Up FWS 
Balam @ 12/31/12 

2013 MU C h w r  at 52llAF 
NP-280 Tariff M6l C h a m  
AFUDCIHbmatad based On 2004 Nh 
Hook-Up FWS Collected 
T w  on Hook-Up Fees 
Balance @ 12/31/13 

2014 M U  Charges at SZlIAF 
NP-260 TaM M6I C h a w  
AFUDGestimated based On 2004 rate 
Hook-Up F W  Collected 
T u ~ l  On Hook-Up FWS 

2 8monUu@S32md8months@tu, 

2015 MU Charger at SZllAF 
NP-280 Trin M I  Cb'ges 
AFUDCestiMtsd based On 2004 rate 
Hook-Up F W  Collealxl 
Tuer on Hook-Up Faas 
E d a m  @ 12/31/15 

Coat per AF 

tu, 

$24 

521 

521 

Customer 
Pmbctlon 

2986 

3202 

3202 

521 

3202 

521 

$21 

521 

521 

521 

521 

3202 

3202 

3202 

3202 

3202 

3202 

Amount 

4,571,813 

328,520 2 
(98.370) 
241.834 

5,041.51 

304,752 
(63.812) 
270.675 

5,553,212 

281.218 
(54.686) 
298.203 
(asZ.954) 

0 
5,192.980 

228,584 
(47.859) 
278.579 
(625.378) 

0 
4,724.887 

228.584 ' 
(47,859) 
252.185 
(925.378) ' 

0 
4.232.399 

228.584 
(47,859) 
=,a 
(925.378) 

0 
3.714.248 

228.584 
(47.859) 
199.517 

(925,378) 
0 

3,169,090 

228,564 
(47,859) 
171,107 

(625,378) 
0 

2.595.524 

228.584 
(47,859) 
141.217 

(925,378) 
0 

1.992.MIB 

m.584 
(47.859) 
109,769 

(625.378) 
0 

1,357,164 

228.584 
(47.859) 
76,682 

(925.378) 
0 

888,173 

228,584 
(47.859) 
41,871 

(925,378) 
0 

(13.629) 
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ARIZONA WATER COMPANY 
PROPOSED CAP COST RECOVERY -WHITE TANK 
UNUSED CAP ALLOCATIONS 

INPUTS: 

E.tlmmd Annual Gmwth 

CAP ALLOCATION (ACRE FEET (AF)) 888 

141 new Wutomw. in 1008; 153thmmftw 

Proporud Hook-UP F O  $874 

Urn Dwxlption 
Balsnce @ 12/31/2003 

2004 MY Charger at SZWAF 

Balance Q 12/3112004 

AFU- barad on 2M)4 rate 

200.5 Mal Charges at =WAF 
AFUDGesbmated based On 2004 rate 

Balance @ 12/3lm.5 

2008 MY Charges at 94lAF 
AFUDGeWnatedbMedOn2004rate 
Hook-Up Feer Collected 
Tuer on Hwk-Up FMla 
ealanoe Q 12/3lMB 

2007 MLI charper at91lAF 
AFUDCesdimted based On 2004 fate 
HC&Up Fees C0l)edsd 
Texas on Hook-Up Fees 
Balance Q 12/31/07 

2008 MY Chwges at 521IAF 
ANDCes(imatedbas&m2004rate 
Hwk-Up Feea Collected 
Texas on Hook-Up F W  
Bslpncs Q 12l3lMB 

2009 MY Charger at UllAF 
AFUDCeshmsted based On 2004 rate 
Hodc-Up Fees COlIecbd 
Taxa On Hook-Up F W  
Balmlce Q 12/31108 

2010 MLI Charqer at S21IAF 
AFUDC-asbmated based On 2W4 rSte 
Hoak-Up F W  collected 
Texas on Hook-Up Fees 
Wance @ 12/31/10 

AFU- basedm 2W4rab 
Hook-Up Fees Coll& 
Taxes on Hook-Up Fees 
Baler, @ 12/31M1 

201 1 MBI C h m  at SZllAF 

2012 MY C h m a  at OIlAF 
AFUDCestimated b 8 d  On 2004 rate 
Hoak-Up F W  C o M  
Tuer on Hook-Up Fees 
Balance 0 12/31/12 

2013 MY Chargas at SZIIAF 
~ ~ ~ ~ ~ e r t h n s t s d  barad 2 ~ 4  rate 
Hodc-Up F W  Colleaed 
T- on Hook-Up F W  
Baler, 0 12131113 

2014 MU C h W W  st 91IAF 
AFUOC-stimated barad m 2004 rate 
Hodc-Up Fees Collected 
Tuea on Hook-Up Fees 
Balance Q 12/31114 

2015 MY C h m s  at UIIAF 
AFUDGesUmatsdbasedon2004rate 
Hook-Up Fees Collected 
TanU on Hwk-Up F W  
Bakce (L9 12/31/15 

Coat per AF 

$2a 

524 

91 

521 

9 1  

521 

$21 

91 

$21 

$21 

$21 

Customer 
Projection 

141 

153 

153 

153 

153 

153 

153 

153 

153 

153 

Amount 

SoB.ZW 

29,040 2 
28.728 

582,034 

27,104 
29.538 

818,676 

23.232 
32.349 
(95.034) 

0 
579,223 

20.328 
30,246 

(103.122) 
0 

526.872 

20,328 ‘ 
(103,122) ’ 27.550 

0 
471,427 

20.328 
24,714 

(103,122) 
0 

413,348 

20.328 
21.734 

(103.122) 
0 

352,288 

20.328 
18,800 

(103,122) 
0 

288,094 

20.328 
15.W 

(103,122) 
0 

220.607 

20,328 
11.841 

(103.122) 
0 

149.865 

20,328 
8,202 

(103.122) 
0 

75,083 

20,328 
4,374 

(103,122) 
0 

(3.357) 

’ C u r t ~ l e r  orOWm m o n s .  hook-up fee and MY rate may be &jus@¶ in rate case filed in 2007. 
2 8monlhs @ S Y  and 8 months @ 528 
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1. 

Q. 

A. 

Q. 

A. 

Q. 
4. 

ARIZONA WA TER 

Direct Testimony of 

Thomas M. Zepp 

INTRODUCTION AND QUALIFICATIONS 

PLEASE STATE YOUR NAME AND ADDRESS. 

My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty 

Street, S.E., Salem, Oregon 97302. 

WHAT IS YOUR PROFESSION AND BACKGROUND? 

I am an economist and Vice President of Utility Resources, Inc., a consulting 

firm. I received my Ph.D. in Economics from the University of Florida. Prior to 

jointly establishing our consulting firm in 1985, I was a consultant at Zinder 

Companies from 1982-1985 and a senior economist on the staff of the Oregon 

Public Utility Commission between 1976-1 982. Prior to 1976, I taught business 

and economics courses at the graduate and undergraduate levels. 

I have been deposed or testified on various topics before regulatory 

commissions, courts and legislative committees in 22 states, before two 

Canadian regulatory authorities and before four Federal agencies. In addition to 

cost of capital studies, I have testified as to incremental costs of energy and 

telecommunications services, determined values of utilities' properties and have 

presented rate design testimony. 

WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED? 

I have prepared and submitted studies or testified on cost of capital and other 

financial issues before the Interstate Commerce Commission, Bonneville Power 

Administration, and courts or regulatory agencies in Alaska, Arizona, California, 

Hawaii, Idaho, Illinois, Kentucky, Montana, Nevada, New Mexico, Oregon, 
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Q. 

A. 

Tennessee, Utah, Washington and Wyoming. 

My studies and testimony have included consideration of the financial 

health and fair rates of return for Arizona Water in past cases and for Nevada 

Bell Telephone, Illinois Bell Telephone, General Telephone of the Northwest, 

Pacific Northwest Bell, US West, Anchorage Municipal Light & Power, Pacific 

Power & Light, Portland General Electric, Commonwealth Edison, Northern 

Illinois Gas, Iowa-Illinois Gas and Electric, Puget Sound Power & Light, Idaho 

Power, Cascade Natural Gas, Mountain Fuel Supply, Northwest Natural Gas, 

Arizona-American Water Company, California-American Water Company, 

California Water Service, Dominguez Water Company, Hawaii-American Water 

Company, Kentucky-American Water Company, Mountain Water Company, New 

Mexico-American Water Company, Oregon Water Company, Paradise Valley 

Water Company, Park Water Company, San Gabriel Valley Water Company, 

Southern California Water Company, Tennessee-American Water Company and 

Valencia Water Company. I have also prepared estimates of the appropriate 

rates of return for a number of hospitals in Washington, a large insurance 

company, and U.S. railroads. 

DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO COST 

OF CAPITAL ISSUES? 

Yes. My article, “Utility Stocks and the Size Effect - Revisited,” was published in 

The Quarterly Review of Economics and Finance, Vol. 43, Issue 3 (Autumn 

2003) 578-582. Also, I published an article “Water Utilities and Risk,” in Water: 

The Magazine of the National Association of Water Companies, Vol. 40, No. 1 

(Winter 1999), and was an invited speaker on the topic of risk of water utilities at 

the 57th Annual Western Conference of Public Utility Commissioners in June 

1998. I presented a paper entitled “Application of the Capital Asset Pricing 
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Q. 

A. 

Q. 

A. 

Model in the Regulatory Setting” at the 47th Annual Southern Economic 

Association Conference and published an article entitled “On the Use of the 

CAPM in Public Utility Rate Cases: Comment” in Financial Managemenf 

(Autumn 1978) 52-56. While on the staff of the Oregon Public Utility 

Commission, I established a sample of over 500,000 observations of common 

stock returns and measures of risk and conducted a number of studies related to 

the use of various methods to estimate cost of equity for utilities. I was invited to 

Stanford University to discuss that research. 

PURPOSE OF TESTIMONY, BASIC PRINCIPLES, SUMMARY AND 

CONCLUSIONS 

WHAT IS THE SUBJECT OF YOUR TESTIMONY IN THIS PROCEEDING? 

Arizona Water (“Arizona Water” or “the Company”) has asked me to estimate its 

cost of equity and the fair rate of return on common equity. My study is based on 

data available to investors in June 2004. 

HOW IS YOUR TESTIMONY ORGANIZED? 

In this Section Ill the concept of a fair rate of return and a summary of my 

analysis is presented. 

In Section I l l ,  the general risks of water utility common stocks and specific 

additional risks faced by Arizona Water are discussed. I explain why the 

Company’s cost of equity should be increased by at least 50 basis points above 

the cost of equity for samples of water utilities used to determine benchmark 

estimates of the cost of equity to account for added risk resulting from Arizona’s 

particular rate-setting system, from losing its Purchased Water Adjustment 

Mechanism (“PWAM”) and Purchased Power Adjustment Mechanism (“PPAM”) 

previously available in its Eastern Group systems, from inverted rates recently 

imposed in the Eastern Group, and from continuing risk of not recovering all of its 
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required costs to meet new federal arsenic maximum contaminant level (“MCL”) 

requirements. I also discuss other risks faced by Arizona Water that Arizona 

Corporation Commission Utilities Division Staff (“Staff”) challenged in Docket No. 

W-Ol445A-02-0619 (“Arizona Water’s last GRC”), but at the Company’s request, 

do not propose a risk premium to account for such risks in this case. 

Section IV provides an overview and perspective on what one should 

expect the fair rate of return to be in 2005 and 2006, the initial period when new 

rates for Arizona Water will be approved, and develops my discounted cash 

flow (“DCF”) equity cost estimates. In making my DCF equity cost estimates, I 

have recognized that the Administrative Law Judges and subsequently the 

Arizona Corporation Commission (the ‘Commission’’ or “ACC”) relied exclusively 

on estimates of the cost of equity made by Staff in Arizona Water‘s last GRC, 

and in Arizona-American Water Company, Decision No. 67093, Docket No. 

WS-O1303A-02-0867, et al. I have acknowledged that fact by determining my 

DCF equity cost estimates with methods used by the Federal Energy Regulatory 

Commission (“FERC”) instead of methods I presented in those cases. The 

extremely low DCF equity cost estimates adopted by the Commission for water 

utilities in 2004 depended on the way Staff implemented the capital asset pricing 

model (‘CAPMI’) and DCF model based on interest rates and data in 2003. 

While I believe the methods the FERC uses to implement the DCF model are 

conservative and may understate the cost of equity, the FERC approaches are 

based upon many years of deliberations and are clearly superior to the 

approaches taken by Staff in 2003. 

Section V presents equity cost estimates based on the risk premium 

approach. In the two Commission water utility cases listed above, Staff relied 

upon the original version of the CAPM to make its risk premium equity cost 
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Q. 

A. 

Q. 

A. 

estimates. To make my risk premium equity cost estimates, I rely on the 

methods and data the California Public Utilities Commission Staff (“CPUC Staff) 

has used for many years to make risk premium equity cost estimates for water 

utilities. These risk premium estimates are transparent and straightforward, and 

they do not depend on the many choices and assumptions required to implement 

the original version of the CAPM. In my opinion, equity cost estimates based on 

the risk premium method and data relied upon by the CPUC Staff are clearly 

superior to risk premium equity cost estimates based on the original version of 

CAPM that the Staff relied on in 2003. 

Section VI presents a summary of the equity cost estimates based on the 

FERC DCF approaches and the CPUC Staff risk premium approaches. I also 

present additional information on past Commission decisions that corroborates 

my equity cost estimates. This information shows that since December 2001, 

Staffs revised methods of estimating the cost of equity have caused a 

substantial decrease in equity cost estimates when compared to the equity 

returns authorized by the Commission during the previous 10-year period. 

HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS TO 

ACCOMPANY YOUR TESTIMONY? 

Yes. I have prepared 15 tables and three attachments that support my 

testimony. 

PLEASE PROVIDE SOME PERSPECTIVE AND AN OVERVIEW OF THE 

ISSUES YOU ADDRESS IN YOUR TESTIMONY. 

Investors can choose to invest in many different types of assets with varying 

degrees of risk. Those investments might be in real estate, or gold, or 

collections of fine art, or financial assets. The financial assets run the gamut 

from relatively low risk assets such as Treasury securities and somewhat higher 
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A. 

risk investment grade corporate bonds to relatively high-risk shares of common 

stocks. As the level of risk increases, investors require higher expected returns. 

Common stocks of utilities are generally more risky and thus require higher 

returns than investment grade bonds, which are secured debt instruments with 

fixed repayment terms. Operating expenses, interest on debt and repayment of 

principal take precedence over payments to common stock holders, and thus it is 

the common equity shareholder of the utility who bears the greatest risk of 

receiving expected returns . Co nce p tu a II y , 

Return on a risk 
common stock - risk-free asset + premium 
Required return for - 

where the risk premium required for common stocks will be higher than it is for 

investment grade bonds. 

Regulators generally set rates to recover a utility’s costs of service. One 

of those costs of service is the cost of common equity, the required return for the 

utility’s common stock. Rates that give a utility a reasonable opportunity to earn 

the cost of equity are fair to customers of the utility. Such rates are also fair to 

owners of the utility because the cost of equity is equal to returns expected to be 

earned by other companies of comparable risk, is high enough to attract capital, 

and allows the utility to maintain its financial integrity. 

HAS THE U.S. SUPREME COURT SET FORTH ANY STANDARDS THAT 

APPLY TO EQUITY RETURNS? 

Yes. In 1923, the U.S. Supreme Court set forth the following standards in 

Bluefield WateNvorks & Improvement Co. v. Public Utility Commission of West 

Virginia, 262 U.S. 679 (1923): 

A public utility is entitled to such rates as will permit it to 

earn a return on the value of the property which it employs 
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for the convenience of the public equal to that generally 

being made at the same time and in the same general part 

of the country on investments in other business 

undertakings which are attended by corresponding risks and 

uncertainties; but it has no constitutional right to profits such 

as are realized or anticipated in highly profitable enterprises 

or speculative ventures. The return should be reasonably 

sufficient to assure confidence in the financial soundness of 

the utility, and should be adequate, under efficient and 

economic management, to maintain and support its credit 

and enable it to raise the money necessary for the proper 

discharge of its public duties. A rate of return may be 

reasonable at one time and become too high or too low by 

changes affecting opportunities for investment, the money 

market, and business conditions generally. 

262 US. at 692-93. 

In Federal Power Commission v, Hope Natural Gas Co., 320 U.S. 591 

(1944), the U.S. Supreme Court stated the following regarding the return to 

owners of a company: 

[Tlhe return to the equity owner should be commensurate 

with returns on investments in other enterprises having 

corresponding risks. That return, moreover, should be 

sufficient to assure confidence in the financial integrity of the 

enterprise, so as to maintain its credit and to attract capital. 

320 U.S. at 603. 
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A. 

Q. 

ARE THERE OTHER CONSIDERATIONS THAT SHOULD BE RECOGNIZED? 

Yes. In determining an appropriate return, consideration must be given to the 

specific risks created by the nature and degree of regulation to which the utility is 

subject, in addition to examining general economic and financial data for utilities, 

The Arizona Constitution, Arizona appellate court decisions, and the 

Commission’s policies and practices create a particular rate-setting system that 

limits the ability of Arizona utilities to earn a fair return on the value of their 

property devoted to public service. For example, in Arizona there are limitations 

on out-of-period adjustments that are more restrictive than general rate case 

procedures available to water utilities in the sample I use to determine 

benchmark equity costs estimates. 

Arizona Water also faces the risk that it will have unexpected costs in the 

period in which new rates are in effect but will not be able to recover such 

unexpected costs without a costly and lengthy general rate case. This particular 

rate setting system increases risk and thus requires the Commission to authorize 

higher rates of return on common equity (“ROE”) than would be the case in 

jurisdictions such as California, which use forecasted or projected test periods 

and allow utilities to implement surcharges and other mechanisms to recover 

unexpected costs without going through a general rate case. 

Additionally, Arizona Water has higher risk because the Commission has 

eliminated the Company’s PPAM and PWAM in the Eastern Group and approved 

inverted block rate structures for those water systems to encourage water 

conservation. These added risks should be recognized when setting the fair rate 

of return for the Company. 

WHAT ARE THE IMPLICATIONS OF THESE ADDED RISKS IN THE 

DETERMINATION OF A FAIR RATE OF RETURN FOR ARIZONA WATER? 
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Q. 

A. 

The added risks are important to customers and equity investors of Arizona 

Water. From the perspective of customers, the cost of equity is another cost of 

service, and customers’ rates should cover that cost just as rates should cover 

other costs of service. The rates customers pay should provide a reasonable 

opportunity, but not a guarantee, for Arizona Water to earn that cost of equity. 

From the perspective of equity owners, the added risks require rates and 

rate adjustment mechanisms that provide a reasonable opportunity to earn a 

return for its equity investors that maintains the utility’s financial integrity, is 

commensurate with returns on investments in other enterprises having 

corresponding risks, and is sufficient to attract capital on reasonable terms. As I 

discuss further below, Arizona Water is more risky than the water utilities sample 

I rely upon to determine benchmark estimates of the cost of equity and thus its 

required common equity return is higher. 

PLEASE SUMMARIZE YOUR TESTIMONY? 

My findings and recommendations are the following: 

1. The cost of common equity faced by Arizona Water is greater than the 

cost of common equity that faces my water utilities sample: 

(a) The Company faces risk that stems from the use of an historical 

test year with limited opportunities for out-of-period adjustments. 

The ACC eliminated its PPAM and PWAM in the Eastern Group. 

Such purchased power cost and purchased water cost adjusters 

are similar to ones available to the water utilities sample and thus 

Arizona Water is now more risky than the water utilities sample. 

(b) 

(c) The Company’s arsenic treatment cost recovery mechanism 

(“ACRM”) does not provide the opportunity to recover all 

reasonable costs of meeting the new federal arsenic MCL. 
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(d) Arizona Water faces risk due to the Commission's proposed policy 

that Staff consider the appropriateness of an inverted three-tiered 

commodity rate structure for all water company rate cases to 

encourage reductions in water use, which may destabilize and 

reduce revenues. 

Based on the risks discussed in (a), (b), (c) and (d) that are greater 

for Arizona Water than for the water utilities sample, the Company 

has an equity cost that is at least 50 basis points higher than the 

benchmark water utilities. 

Arizona Water is also more risky than the water utilities sample 

because it is smaller and has more limited financial flexibility than 

the sample companies. The Company, however, is not requesting 

an additional risk premium to account for these added risks in this 

(e) 

(9 

proceeding. 

2. The market cost of common equity faced by the benchmark water utilities 

falls in a range of 10.2% to 11.4% at this time: 

Conservative estimates of the cost of equity derived with DCF methods 

used by the FERC indicate the cost of equity for the benchmark water 

utilities falls in a range of 10.2% to 10.4%; 

Costs of equity derived from methods and data used by the CPUC 

Staff to determine risk premium equity costs for water utilities indicate 

the cost of equity for benchmark water utilities falls in the range of 

10.6% to 11.4%. 

Past Commission decisions for water and gas utilities indicate an 

average cost of equity of I 1  .O%. Given new risks faced by Arizona 

Water, the authorized ROE should be higher than 11 .O%. 
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A. 

3. Based on the risks of the rate-setting system in Arizona, loss of the 

Eastern Group adjustment mechanisms that allowed the Company to 

recover changes in the costs of purchased power and purchased water, 

an ACRM that does not offer an opportunity to recover all reasonable 

costs and the risk created by the Commission’s proposed policy for an 

inverted rate design, I recommend an ROE of 11.25% be authorized for 

Arizona Water in this case. My recommendation is slightly below the mid- 

point of my estimated cost of equity range. (See Summary Table 15.) 

RISKS OF WATER UTILITIES AND ARIZONA WATER 

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLE OF WATER 

UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS. 

My sample of water utilities is composed of American States Water, Aqua 

America (formerly named Philadelphia Suburban), California Water Service 

Group, Connecticut Water Service, Middlesex Water and SJW Corp., which are 

the water utilities the Staff relied upon to determine benchmark equity costs in 

two general rate cases for Class A water utilities in 2003. Table 1 lists bond 

ratings, operating revenues and net plant for the six water utilities as reported by 

C. A. Turner Utility Reports in June 2004. 

DO YOU HAVE ANY GENERAL CONCERNS WITH THE DATA AVAILABLE 

TO MAKE DCF EQUITY COST ESTIMATES FOR WATER UTILITIES? 

Yes. Table 2 shows premiums that investors in water utilities have received 

when water utilities were either acquired or merged with other firms. At the time 

mergers or acquisitions were completed, investors received premiums that 

ranged between 35% and 55% over market values. Value Line has advised 

investors to expect such acquisitions and mergers to continue and to expect 

prices from an acquisition to be as much as four times book value. (See 
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Q. 

A. 

Attachment 1) As a result, it is reasonable to expect that investors have bid up 

prices for all water utility stocks to some extent to reflect the probability they may 

be acquired at a premium, which lowers the result produced by the DCF model. 

Table 3 confirms this has happened. It shows that common stock prices 

for the water utilities in the sample have had an annual average percentage 

increase during the last five years that exceeded annual average percentage 

increases in dividends per share (“DPS”), earnings per share (“EPS”) and book 

value per share. The annual average increase in common stock prices also 

exceeds an average of analysts’ forecasts of future growth in EPS. With the 

constant growth DCF model, in equilibrium, book values, common stock prices, 

EPS and DPS would grow at the same rate. If investors have bid up those stock 

prices in anticipation that some of the utilities may be targets for favorable 

mergers or acquisitions, dividend yields will have been bid down and expected 

future growth rates may not reflect the anticipated higher future prices. In such a 

situation, application of the constant growth DCF model may produce negatively 

biased estimates of the cost of equity for water utilities. 

DO YOU HAVE OTHER CONCERNS WITH MAKING DCF EQUITY COSTS 

FOR UTILITIES IN THE ACC STAFF SAMPLE? 

Yes. There are no forecasts of forward-looking growth for either Connecticut 

Water Service or SJW Corp at this time. Staff has used past DPS growth, past 

EPS growth and past sustainable growth (Staff calls sustainable growth “intrinsic 

growth”) as part of its measure of growth to be used in the DCF model. If an 

average of those measures of growth for Connecticut Water Service is adopted 

to make an equity cost estimate, that equity cost estimate would be 200 basis 

points below the cost of investment grade debt expected during 2005 which, of 

course, is not at all realistic. Table 3 shows past DPS growth has been 1.1% 
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and past EPS growth has been 3.1% for Connecticut Water Service. Past 

growth from retained earnings has been 3%. Adding an average of those growth 

rates to an average of the high and low dividend yields of 3.1% (see Table 4) 

produces an indicated equity cost of only 5.6% ((3.1% x 1.024) + 2.4%), which is 

not credible when the cost of Baa bonds is expected to be 7.6% during 2005 and 

even higher during 2006, when the Company’s new rates will be in effect. (See 

Table 9) Various institutions that report investor analysts’ forecasts of growth 

(shown in Table 7) do not report such forecasts for Connecticut Water Service at 

this time. For my implementation of the FERC DCF approach, I assume 

investors expect Connecticut Water Service to have growth equal to the average 

growth expected for other water utilities. This is the approach Staff took in past 

cases such as the recent Arizona-American Water case. 

SJW Corp. poses the same problem. If an average of past growth in DPS, 

EPS and growth indicated by past retained earnings are used to estimate 

growth, SJW Corp. has an indicated equity cost that is 90 basis points below the 

expected cost of investment grade bonds in 2005 and thus is not realistic. Table 

3 shows past DPS growth has been 3.9% and past EPS growth has been 1.1% 

for SJW Corp. Past growth from retained earnings has been 5.1%. Adding an 

average of those growth rates to an average of the high and low dividend yields 

of 3.2% (see Table 4) produces an indicated equity cost of only 6.7% ((3.2% x 

1.034) + 3.4%), which is not credible when the cost of Baa bonds is expected to 

be 7.6% during 2005 and even higher during 2006. Various institutions that 

report investor analysts’ forecasts of growth (shown in Table 7) do not report 

such forecasts for SJW Corp. at this time. For my implementation of the FERC 

DCF approach, I assume investors expect SJW Corp. to have growth equal to 

the average growth expected for other water utilities. Again, Staff has used the 
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Q. 

A. 

Q. 

A. 

same flawed approach in past cases. 

DO YOU HAVE THE SAME CONCERNS WITH INCLUDING CONNECTICUT 

WATER SERVICE AND SJW CORP. IN THE RISK PREMIUM EQUITY COST 

ANALYSES? 

No. In those risk premium analyses, the data problems with the application of 

the DCF model are not an issue. 

IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT HAS 

TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND FEDERAL 

WATER QUALITY STANDARDS AND OTHER REGULATORY MANDATES? 

Yes. First, expected or unexpected requirements for additional capital spending 

means the water utilities have to request rate increases more often and for larger 

percentage increases in order to maintain fair rates of return. Regulatory 

procedures are expensive, time consuming, increase uncertainty, and raise 

doubts in investors’ minds that regulators will authorize high enough rates and/or 

rate adjustment mechanisms to enable the water utilities to earn fair rates of 

return. This increases uncertainty about future returns and thus increases risk. 

Second, investors are concerned that regulators will delay inclusion of 

new plant in rate base or not allow part of the dollars invested or operating costs 

to be recovered. In Arizona, because there are limitations on out-of-period 

adjustments, investments may not only be challenged but also may not be 

allowed in rate base because they are not considered appropriate out-of-period 

adjustments. If such investments are challenged and there is any chance that 

the Commission will disallow part of the dollars invested or will delay recovery 

of the costs of those investments, risk increases. From an investor’s point of 

view, it is the pofenfial for such disallowances, delays or exclusion from 

consideration in setting new rates that increases risk. If additional investments 

15 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. 

A. 

Q. 

A. 

were never required there would be no potential disallowances, delays or 

possible exclusions and investor concerns would never arise; but, with the need 

for increased investments, uncertainty arises and the risk increases. 

With the need for a rate increase, delay in setting new rates as well as 

uncertainty related to what those rates will be increases risk above the level of 

risk faced by water utilities that can expect new rates to better match future costs 

of service and have less delay in obtaining rate increases. 

HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS ON 

THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES? 

Yes, 1 have. Several years ago, before recent events in western power markets 

occurred, I conducted a study of expected differences in bond costs and 

common equity costs that faced electric utilities with different financing 

requirements. I found that utilities with above average financing requirements 

required an ROE that was approximately 80 basis points higher than was 

required by an average utility. Higher financing requirements pushed up bond 

costs, too. 

DOES THE RATE SETTING SYSTEM USED IN ARIZONA POSE ANY 

SPECIFIC RISKS TO ARIZONA WATER THAT REQUIRES THE 

AUTHORIZED ROE TO BE SET ABOVE THE MARKET COST OF EQUITY 

FOR YOUR WATER UTILITIES SAMPLE? 

Yes, it does. In its Duquesne decision, the U. S. Supreme Court stated: 

[Tlhe impact of certain rates can only be evaluated in the 

context of the system under which they are imposed . . . . 

The risks a utility faces are in large part defined by the rate 

methodology because utilities are virtually always public 

monopolies dealing in an essential service, and so relatively 
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immune to the usual market risks. 

Duquesne Light Company v. Barasch, 488 U.S. 299, 314-15 (1989). Two state- 

specific factors in Arizona make Arizona Water more risky than the utilities in the 

water utilities sample I rely upon to determine benchmark cost of equity 

estimates. One factor is the legal constraint on Arizona water utilities that limits 

their ability to obtain rate relief outside of general rate cases. The Arizona 

Constitution, as interpreted in recent court decisions, limits the ability of Arizona 

utilities to utilize adjustment mechanisms, advice letter filings and other 

streamlined procedures to obtain recovery of costs outside a general rate case, 

in contrast to many other jurisdictions. For example in RUCO v. Arizona 

Corporafion Commission, 199 Ariz. 588, 20 P.3d 1169 (App. 2001), the court 

held the Commission violated the Arizona Constitution because it authorized a 

water utility to implement a surcharge to recover increased purchased water 

costs without finding the utility’s “fair value.” These limitations on obtaining rate 

relief in Arizona make it more risky for Arizona Water to do business than utilities 

in the states that permit utilities to implement surcharges and other cost recovery 

mechanisms outside a general rate case. 

Second, even in a general rate case, Arizona requires the use of historic 

test years with limitations on the amount of out-of-period adjustments. This 

process creates another state-specific factor that increases risk and thus 

required ROES for utilities in Arizona. Other states, such as California, use 

future test years or partially projected test years to better reflect future costs and 

to match plant, expenses and revenues on a going-forward basis. Such 

constraints on the determination of new rates in a general rate case make it 

difficult to construct rates that allow Arizona Water to recover the costs of service 

it will actually incur during the period when new rates are put in place. 
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Q. 

A. 

These risks increase Arizona Water’s required return on equity above the 

level required by water utilities that operate in states that do not have such 

limitations imposed, either by law or by agency policy, on the rate setting system. 

Under the Duquesne decision, the additional risk associated with the particular 

rate setting system must be compensated with an ROE that is higher than would 

be appropriate for the utilities in the water utilities sample. Because rate relief in 

Arizona is generally limited to decisions made during general rate cases, there 

are unavoidable delays in receiving such rate relief. If it takes the same amount 

of time for Arizona Water to obtain rate relief as it did in Arizona Water’s last 

GRC and in Arizona-American Water’s recent rate case, it will be late 2005 or 

even early 2006 before new rates for Arizona Water go into effect. 

DOES ARIZONA WATER FACE OTHER ADDITIONAL RISKS NOT FACED 

BY UTILITIES IN THE WATER UTILITY SAMPLE? 

Yes. Arizona Water faces risk that unavoidable purchased water and purchased 

power costs in its Eastern Group systems will not be recovered and risk that 

costs to treat arsenic that are not recognized by its ACRM will not be recovered. 

.. . 

Generally, changes in purchased water and purchased power costs are 

beyond the control of Arizona Water. In the Eastern Group rate case, Staff 

recommended elimination and subsequently the Commission eliminated Arizona 

Water’s PPAMs and PWAMs in the Eastern Group systems. The PPAMs and 

the PWAMs are similar to cost adjusters available to the water utilities in the 

water utilities sample. Such adjusters reduce risk for the water utilities sample 

and thus the elimination of the PPAMs and PWAMs in the Company’s Eastern 

Group systems by the Commission has made Arizona Water more risky than the 

sample water utilities. Such risk is heightened by the fact that Arizona Public 

Service has filed for increases in electric rates that Arizona Water must pay to 
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A. 

provide service to its customers but the magnitude of such rate increases on 

the Company’s operations is not known. Without the PPAM, such rate increases 

- that are beyond the control of Arizona Water, but approved by the Commission 

- pose a risk to Arizona Water that other water utilities with adjusters similar to 

the PPAM would not have. 

HAVE YOU STUDIED THE IMPACT OF RATE ADJUSTMENT MECHANISMS 

THAT MITIGATE THE IMPACT OF CHANGES IN COSTS BEYOND THE 

CONTROL OF WATER UTILITIES ON REQUIRED RETURNS OF EQUITY? 

Yes, I have. In California, prior to November 2001, unexpected outlays for 

purchased water, purchased power and pump taxes were booked to balancing 

accounts and ultimately either refunded to customers or collected from 

customers in the future independent of an earnings test. The California Office of 

Ratepayer Advocates (“ORA”) proposed a modification of the balancing account 

mechanism that would continue the balancing accounts, but base recovery of 

unexpected higher costs on an earnings test. I conducted company-specific 

simulation analyses of the ORA proposal for three California water utilities and 

found the cost adjustment mechanisms reduce utilities’ costs of equity without 

placing any added burden on ratepayers.’ My studies showed that the proposed 

modification of the balancing account procedures increased required ROEs by at 

least 75 basis points.* These negative impacts on expected ROEs were the 

result of just a proposed modification of the balancing account mechanisms, not 

elimination of them. Arizona Water’s increased risk due to loss of PPAMs and 

PWAMs for the Eastern Group is more severe than the change in balancing 

‘ There is no added burden if ratepayers are expected to pay their actual costs of service. A balancing 
account recovers or refunds only Unexpected costs of water or power. 

My study indicated increases in required ROEs of 75 basis points for California Water Service, 90 basis 
points for Southern California Water and 110 basis points for San Gabriel Valley Water Company. 
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A. 

Q. 

A. 

accounts in California, and clearly shows that Arizona Water’s risk and required 

ROE has increased as a result of the Staff recommendation and Commission 

decision to eliminate PPAMs and PWAMs altogether for some of the Company’s 

systems. 

YOU ALSO MENTIONED THE RISK ARIZONA WATER FACES WITH 

RESPECT TO RECOVERY OF ARSENIC-RELATED TREATMENT COSTS. 

DOESN’T ARIZONA WATER HAVE AN ACRM THAT OFFSETS THAT RISK? 

No, it does not. EPA’s new arsenic MCL of 10 parts per billion (“ppb”) requires 

Arizona Water to make substantial new investments in non-revenue producing 

facilities which would otherwise not be required and are not required by water 

utilities in other geographic areas that do not need to remove arsenic from their 

sources of water. Arizona Water does not have an ACRM approved for its 

systems in the Western Group, and even for those systems that are covered 

by an ACRM, the provisions of the ACRM limit the deferral period of recoverable 

0 & M costs, excludes other costs and allows only two filings per system. This 

does not offset the risk. 

PLEASE DISCUSS THE SITUATION IN THE WESTERN GROUP. 

Currently there is no ACRM approved for systems in the Western Group. This 

raises serious risks for Arizona Water because the investments in arsenic 

treatment plant for systems in this Group represent 55%, 187% and 37% of the 

adjusted rate bases for three of those systems and the annual operating and 

maintenance (iiO&Mn) costs net of taxes to operate those facilities represent 

92%, 173% and 129% of the adjusted net operating incomes of those systems. 

Mr. Kennedy provides more detail on these capital costs and O&M requirements, 

The Company has filed for an accounting order that would allow it to defer these 

costs. But even if its request is approved, the Company will be unable to make 
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Q. 

A. 

an ACRM filing until 2006 when the plant must be in place to meet federal 

treatment requirements. This places a severe financial burden on the Company 

to finance the Western Group arsenic treatment plant facilities for 12 to 24 

months before recovery of these costs could even begin. 

DOES THE ACRM APPROVED FOR THE NORTHERN AND EASTERN 

GROUPS FULLY MITIGATE RISK? 

No. The ACRM is limited in scope and does not provide Arizona Water with an 

opportunity for full cost recovery. For many months, the Company, Staff and 

RUCO attempted to reach an agreement concerning an appropriate ACRM. The 

Company estimated that, on a company-wide basis, it would have to finance 

nearly $30 million to construct arsenic treatment facilities and related plant, and 

would experience increases in O&M costs of more than $5 million. For 

comparison, the Company’s total capitalization was approximately $70 million 

when those estimates were made and the increased O&M costs were 74% of 

total 2003 operating income. Consequently, there was general agreement that 

some sort of cost recovery mechanism was needed. Nevertheless, it was difficult 

to obtain an agreement with Staff, and no agreement was ever reached with 

RUCO. 

In Decision No. 66400 (October 14, 2003), the ACRM was approved for 

the Northern Group. In that Decision, the Commission found that 

. . . the agreement between Staff and Arizona Water will 

enable the Company to recover a portion of additional 

O&M expenses associated with arsenic treatment 

facilities, whether those facilities are constructed and 

operated by Arizona Water or by a third party pursuant to 

a lease agreement. However, the recovery of O&M 
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expenses is confined to specific and narrowly defined 

costs in order to enable Staff and other parties to more 

easily audit expenditures incurred by the Company for the 

treatment facilities. Decision No. 66400 at 20 (emphasis 

added). 

The Commission acknowledged that the ACRM was not designed to give Arizona 

Water an opportunity for full cost recovery. Arsenic treatment cost recovery is 

limited to a narrowly defined set of costs. In addition, the Commission required 

that Arizona Water's rate of return for the affected systems could not exceed the 

authorized rate of return established in Decision No. 64282. Decision No. 66400 

at 17-18. In Arizona Water's last GRC, the Commission approved a similar 

ACRM for the Eastern Group systems. Decision No. 66849 at 31. 

From a risk standpoint, the new arsenic MCL has a much greater impact 

on water utilities in Arizona than on water utilities in the water utilities sample in 

other parts of the United States where the natural occurrences of arsenic in 

water supplies are minimal. The ACRM for the Northern and Eastern Groups 

mitigates some of the risk of placing and operating new facilities required to meet 

the federal arsenic standard, but was not designed to allow full recovery of those 

costs. Given the short time before the deadline for compliance with the federal 

arsenic standard and the time necessary to make an ACRM filing, assuming 

approval of a Western Group ACRM in this proceeding, it may not be possible for 

Arizona Water to recover similar costs for its Western Group systems. Thus, 

while some of the risk of meeting the new arsenic standard has been mitigated 

with the ACRM, risk remains, and Arizona Water has more risk than water 

utilities in the water utilities sample that do not have to make such additional 

investments and incur such additional O&M costs. 

U \RATECnsE\2MU\rssamr~Ue~in~l-~o704 DOC 22 
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A. 

Q. 

A. 

ARE THERE ANY OTHER ASPECTS OF ARIZONA WATER’S RATE 

SETTING SYSTEM THAT INCREASE RISK? 

Yes. In the past several years, the Commission has placed increased emphasis 

on water conservation, and water utilities have been required to implement 

inverted block rate structures, which are intended to cause customers to use less 

water. Inverted block rates were an issue in Arizona Water‘s last GRC, and in its 

Eastern Group, Arizona Water now has rates based on an inverted block rate 

design. As a result, Arizona Water is more risky than water utilities that have 

rates that more closely conform to the costs of providing service. 

Because the primary objective of this type of water rate design is to 

reduce water use, the adoption of inverted block rates creates additional risk. 

Inverted block rates may cause revenue erosion and instability. American Water 

Works Association, AItemative Rates (1992) 18. At a minimum, it is reasonable 

to expect some reduction in water use, and therefore a reduction in the utility’s 

revenues, which may prevent it from earning its rate of return. However, the 

magnitude of these reductions is often difficult to predict. This uncertainty makes 

it more difficult to develop rates that allow the utility a reasonable opportunity to 

recover its cost of service, including its cost of equity. This uncertainty creates 

additional risk that increases Arizona Water’s required return on equity. 

DO YOU HAVE AN OPINION ABOUT HOW MUCH THE RISK POSED BY THE 

RATE SETTING SYSTEM IN ARIZONA, THE INADEQUATE RECOVERY OF 

COSTS BY THE ACRM, THE ELIMINATION OF THE PPAMS AND PWAMS IN 

THE EASTERN GROUP SYSTEMS, AND THE INVERTED RATES 

INCREASES ARIZONA WATER’S REQUIRED ROE? 

Yes. These factors increase the Company’s risk and thus its required ROE by at 

least 50 basis points above the ROE required by the benchmark water utilities. 
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A. 

IS THERE EVIDENCE THAT CORROBORATES THE NEED FOR SUCH A 

RISK PREMIUM ? 

Yes, there is. The utilities in the water utilities sample used to determine equity 

costs are rated by Moody’s or S&P at either A or AA. (See Table 1). At the time 

the cost of the Company’s last bond issue was set, it had a cost of debt that was 

37 basis points above the cost of A-rated bonds and 49 basis points above the 

cost of AA-rated bonds. The cost of equity for a utility is undeniably higher than 

its incremental cost of debt. If the common equity cost risk premium above the 

cost of debt for Arizona Water is the same as the common equity risk premium 

above the cost of debt for the water utilities sample, this factual evidence sets the 

floor under the common equity risk premium required for Arizona Water. Arizona 

Water, however, has additional common equity risks than the sample water 

utilities and thus the expected risk premium will be higher than the floor of 37 to 

49 basis points. Given the higher risks of Arizona Water that were discussed 

above, 50 basis points provides a conservative value for that required equity cost 

risk premium above the cost of equity for the water utilities sample. 

DOES ARIZONA WATER FACE OTHER RISKS? 

Yes. Arizona Water is more risky than the water utilities sample because it is 

smaller than the average utility in the water utilities sample and has less financial 

flexibility than those publicly traded utilities. 

Smaller companies - and smaller water utilities in particular - are more 

risky than larger companies. Staff used the original version of the CAPM to 

determine equity costs in Arizona Water’s last general rate case. Thirty years 

after that original version of CAPM was developed, new scholarly studies3 found 

Beta is the measure of risk in the original CAPM. Eugene Fama and Kenneth French found that even 
after accounting for differences in beta risk among companies, smaller companies are generally more 
risky than larger ones. “Industry Costs of Equity,“ 43 Journal of Financial Economics (1997) pp. 153-193. 
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Q. 

A. 

that version of the CAPM is incomplete and that the size of a company needs to 

be included in models that explain risk and required returns for common stocks. 

Thus, if other risk factors are the same, smaller companies require higher equity 

returns than do larger companies. I published an article in The Quarterly Review 

of Economics and Finance ("Utility Stocks and the Size Effect - Revisited," Vol. 

43, Issue 3, Autumn 2003, 578-582) that provides specific evidence that the 

stocks of small water utilities, like Arizona Water, are more risky than the stocks 

of larger water utilities, such as those in the water utilities sample. The California 

PUC also conducted a study that showed smaller water utilities are more risky 

than larger ones4 Even so, the Company is not including an additional risk 

premium for size in this proceeding, though I believe it would be justified in doing 

so. 

DOES ARIZONA WATER'S LIMITED FINANCIAL FLEXIBILITY INCREASE 

ITS RISK? 

Yes. Arizona Water does not have access to the public equity and bond markets 

that are available to the utilities in the water utilities sample. This lack of 

financing flexibility increases risk for Arizona Water because it has no choice but 

to rely on retained earnings, short-term debt, and privately placed bonds to 

provide the capital necessary to finance the utility plant improvements and 

additions required to treat arsenic and otherwise assure the quality and reliability 

of water service. By contrast, utilities in the water utilities sample with publicly 

traded common equity and bonds have the flexibility to issue shares of common 

In chapter 7 of Stocks, Bonds, Bills and Inflation, 2004 Yearbook Valuation Edition, lbbotson Associates 
report that when betas are properly estimated, betas are larger for small companies than for larger 
companies. They also find that even after accounting for differences in beta risk, small firms require an 
additional risk premium over and above the added risk premium indicated by differences in beta risk. 

Staff Report on Issues Related to Small Water Utilities, June 10, 1991 and CPUC Decision 92-03-093. 
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Q. 

A. 

equity to keep their capital structures in balance and raise additional capital from 

external sources. For example, in its First Quarter Report to Shareholders, 

Middlesex Water stated: 

On May 14, 2004, the Company [Middlesex] closed on the 

offering of 700,000 shares of its Common Stock. The 

Company also granted the underwriters an over-allotment 

option to purchase an additional 100,000 shares. We intend 

to use the net proceeds to repay most of our outstanding 

short-term borrowings. 

A Note from the President, May 15, 2004, First Quarter Report to Stockholders, 

Middlesex Water Company. Arizona Water does not have the option to issue 

common stock to the public to repay its outstanding short-term borrowings or 

obtain equity capital from the public for any other purpose. This lack of financing 

flexibility is of special concern to Arizona Water because the Company must 

make relatively large investments. As with the risk premium for size, the 

Company is not including a risk premium for this additional risk in this 

proceeding. 

OVERVIEW AND DCF EQUITY COST ESTIMATES 

DO YOU HAVE ANY GENERAL OBSERVATIONS THAT PUT YOUR EQUITY 

COST ESTIMATES IN PERSPECTIVE? 

Yes. Equity costs move in the same direction as interest rates. In 2003, 

Treasury rates dropped to the lowest level in close to 40 years. From 1964 to 

2002, annual average yields on IO-year Treasury securities, for example, ranged 

from 4.19% to 13.92%. For the IO-year period ending in 2002, the annual 

averages of IO-year Treasury rates ranged from 4.61% to 7.09%. By contrast, in 

2003, that annual average was only 4.01%. 
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Q. 

A. 

At present, however, interest rates, and thus costs of equity for Arizona 

Water, are rising and expected to continue rising. As of June 14, 2004, the 10- 

year Treasury rate reported by the Federal Reserve was 4.89% and the June 

2004 Blue Chip long term consensus forecast for the IO-year Treasury rate for 

2005 was 5.6%, rising to 5.9% in 2006. Value Line forecasts of Treasury rates 

made in May 2004 also indicate that interest rates are increasing and expected 

to be higher in 2005 and 2006 than they are today and much higher than they 

were in 2003. Recently, the Federal Reserve has twice 

increased its target rate for short-term interest rates for the first time in several 

years. Most analysts expect further increases. Based on interest rate forecasts 

alone, the Commission should anticipate reasonable estimates of the cost of 

equity for water utilities to be higher today than in 2003. 

PLEASE PROVIDE AN OVERVIEW OF YOUR DCF EQUITY COST 

ESTIMATES. 

An ROE for Arizona Water that is fair to ratepayers, yet still provides a 

satisfactory return for investors, is the Company’s cost of equity. To estimate 

that cost of equity, the analyst requires market data that reveals investors’ 

required returns, but such data are not available for Arizona Water. It is not 

publicly traded, and there is no “pure play” company that is perfectly comparable 

to Arizona Water. Equity costs based on data for the sample of water utilities, 

however, are for companies that provide the same service and thus provide a 

useful starting point in the determination of Arizona Water’s cost of equity. 

(See Table 9.) 

I determine DCF equity costs for water utilities based on the two methods 

the FERC uses to determine DCF equity costs in different situations. When the 

FERC determines an equity cost for an electric utility, it uses a “one-step” model. 

Conceptually, the one-step model is the same as the constant growth DCF 
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A. 

model the Staff employed in Arizona Water’s last GRC. When the FERC 

determines equity costs for gas transmission companies, it uses a “two-step” 

DCF model. The two-step model is conceptually the same as the multi-stage 

DCF equity model Staff presented in that same pr~ceeding.~ 

PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST OF 

EQUITY. 

The constant growth DCF model computes the cost of equity as the sum of an 

expected dividend yield (“Df/ Po”) and an expected long-term average dividend 

growth rate (“g”). The expected dividend yield is computed as the ratio of next 

period’s expected dividend (“D.1”) divided by the current stock price (“Po”). 

Generally, the constant growth model is computed with formula (1) or (2): 

( I )  Equity Cost = Do/Pox (1 + 9) + 9 

(2) Equity Cost = DdPo + g 

where DO/ Po is the current dividend yield and D1/ PO is found by increasing the 

current yield by the growth rate. The DCF model is derived from the valuation 

model shown in equation 3 below: 

(3) Po = Dj/(I+k) + D2/(l+k)2 + . . . + Dn/(I+k)”, 

where k is the cost of equity; n is a very large number; PO is the current stock 

price, D1, D2, . . . Dn are the cash flows expected to be received in periods 1, 2, . 

. . n, respectively. Equation (3) can be re-written to show that the current price 

(PO) is also equal to 

(4) Po = Dq/(I+k) + Dz/(l+k)2 + P2/(l+k)2, 

where P2 is the price expected to be received at the end of the second period. 

When the multi-stage DCF model is used to estimate the cost of equity, it is 

assumed investors expect different rates of growth in the initial period and 

Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, Schedule JMR-6. 
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subsequent period. 

If the future price (P2) included a premium, the price the investor would 

pay today in anticipation of receiving that premium would increase. Table 2 

reports premiums investors have recently received from mergers and 

acquisitions. Attachments 1 and 2 to this testimony explain why such premiums 

are expected to continue. If investors expect that a water utility is a potential 

merger/acquisition candidate they will bid its stock price up to the present value 

of the future price expected from the merger/acquisition to reflect that probability. 

In such a situation, the dividend yield would be lower and thus either the 

constant growth (one-step) DCF model or the multi-stage (two-step) DCF model 

may understate the cost of equity. In making my DCF equity cost estimates 

below, I do not account for this bias in the DCF equity cost estimates, and thus 

my DCF equity cost estimates are conservative. 
.. 

PLEASE BEGIN WITH YOUR DCF ESTIMATES BASED ON THE FERC ONE- 

STEP MODEL, HOW DOES FERC IMPLEMENT THAT MODEL? 

The FERC implements the one-step (or constant growth) DCF model by initially 

combining the lowest and highest dividend yields for individual utilities in the 

sample during the most recent six month period with two estimates of foward- 

looking growth to estimate a range of DCF equity costs for the utilities in its 

sample. Next, the FERC eliminates from consideration any of those equity cost 

estimates that imply the cost of equity is below the cost of investment grade 

bonds. Then the FERC determines a range of equity costs for the sample and a 

mid-point of that range to determine the cost of equity. This method is fully 

discussed in Southern California Edison Company, Opinion No. 445, 92 F.E.R.C. 

61,070 (2000). This opinion is included as Attachment 3 to this testimony. 

More recent FERC decisions refer back to the Southern California Edison 
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decision. For example, see FERC findings in Midwest Mependent 

Transmission System Operator, 100 F.E.R.C. 61,292 (2002). 

HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS? 

The FERC one-step method determines a range of dividend yields based on the 

lowest and the highest dividend yields during the last six months. Table 4 

reports those dividend yields for the water utilities sample. 

WHAT GROWTH RATES ARE CONSIDERED IN THE FERC ONE-STEP 

METHOD? 

The FERC considers estimates of both sustainable growth (growth Staff has 

called “intrinsic growth”) and analysts’ forecasts of growth. I agree with the 

choice of growth estimates relied upon by the FERC. The DCF model requires 

estimates of growth that investors expect in the future. No weight should be 

given to historical measures of growth. Logically, financial institutions and 

analysts would have taken such past information into account, and other more 

recent information, when they make their forecasts for the future.6 To the extent 

that past, recorded results provide useful indications of future growth prospects, 

the forecasts would already incorporate the past and any further recognition of 

the past will double-count what has already occurred. When there is no 

estimate of forward-looking growth for a utility in the water utilities sample, I have 

followed the method Staff adopted in the past and assumed investors expect the 

growth for that utility to equal the average of growth rates for the other water 

utilities in the sample, as explained above. 

See David A. Gordon, Myron J. Gordon and Lawrence 1. Gould, “Choice Among Methods of Estimating 
Share Yield,” Journal of Portfolio Management (Spring 1989). 50-55. Gordon, Gordon and Gould found 
that a consensus of analysts’ forecasts of earnings per share growth for the next five years provides a 
more accurate estimate of growth required in the DCF model than three different historical measures of 
growth. They explain that this result makes sense because analysts would take into account such past 
growth as indicators of future growth as well as any new information. 
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Q. 

A. 

WHAT IS SUSTAINABLE GROWTH? 

Sustainable growth is derived by combining expected growth from future retained 

earnings and expected future growth from sales of common stock above book 

value. The FERC defines sustainable growth as follows: 

The sustainable growth rate is calculated by the following 

formula: g = br + sv, where “b” is the expected retention 

ratio, Y“ is the expected earned return on common equity, 

%” is the percent of common equity expected to be issued 

annually as new common stock , and trv” is the equity 

accretion rate. 

Southern California Edison, 92 F.E.R.C. at p. 61,269, citing Connecticut Light 

and Power Co. 45 F.E.R.C. 62,370 at p. 62,161, n. 15 (1988). The retention 

ratio “b” is equal to (1 - the ratio of dividends divided by earnings) and the equity 

accretion rate “v” is equal to (I - (book value divided by market value)). Myron 

Gordon developed this concept of growth in his book, The Cost of Capital to a 

Public Utility (Michigan State University 1974). Gordon explains why “sv” growth 

can be expected when market prices exceed book value but why “SV” growth is 

not expected to come into play when market prices are below book values. 

HOW DO YOU ESTIMATE EXPECTED “br” GROWTH? 

Investors’ expectations of what the retention ratio and the expected ROE will be 

in the future determine this portion of expected sustainable growth. Multiplying 

“b” times V“ gives the estimate of future sustainable growth from retained 

earnings. Investors look for measures of future growth when pricing stocks. 

When the data are available, I have used Value Line projections of future ROES, 

future DPS and future EPS to make the forecasts of “br” growth. The available 

estimates of “br” growth are reported in Table 5 as well as the average “br” for 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

those water utilities. 

HAVE YOU ESTIMATED “sv” GROWTH FOR THE WATER UTlLJTlES 

SAMPLE? 

Yes. My estimates of “sv” growth for the water utilities are presented in Table 6. 

I have used Value Line projections of new issues of shares of common stock to 

estimate %.” The estimates of %” are based on reported book values and 

respective averages of the prices used to compute the dividend yields. Some of 

the utilities in the water utilities sample have sold stock at prices in excess of 

book value in recent years and have thus achieved “SV” growth. Knowledgeable 

investors would expect such growth in the future. Available forecasts indicate 

investors expect some of the sample water utilities to issue more shares of stock 

over time. Thus there will be a positive ‘Is” term in “sv” growth. Also, the 

average market-to-book ratio for the sample of water utility stocks is over 2.0. 

Unless stock prices drop to less than half of their current values, there will be a 

positive “v” for the foreseeable future. 

DOES THE FERC SPECIFICALLY INCLUDE ESTIMATES OF ‘‘svYy GROWTH 

IN THE ESTIMATES OF SUSTAINABLE GROWTH? 

Yes, it does. 

DO MARKET-TO-BOOK RATIOS GREATER THAN 1.0 IMPLY INVESTORS 

EXPECT THE UTILITIES IN THE WATER UTILITIES SAMPLE TO EARN 

BOOK RETURNS ON EQUITY GREATER THAN THE COSTS OF EQUITY? 

No. There are many reasons investors may bid up market prices for stocks 

above book values other than an expectation that a water utility will earn more 

than its cost of equity. Investors may expect a city or some other public entity to 

condemn all or part of a water utility and that the public entity will be required by 

the court to pay the utility the fair market value for it. Water utilities’ assets 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

typically have a value based on reproduction cost that is well in excess of book 

value. I have testified on the values of water utility properties and electric utility 

properties in various court cases in California, Utah and Oregon. Based on my 

experience, in situations where only a portion of the utility is being condemned, 

valuations based on both reproduction cost new less depreciation and the 

income approach indicate utility property has a value well in excess of book 

value. Investors would be aware that courts may award potential condemnation 

values well in excess of book values even if the utility earns no more than its cost 

of equity. 

ARETHEREOTHERREASONS? 

Yes. Investors may anticipate a merger or acquisition that produces premium 

prices similar to those reported in Table 2, which have been well above book 

values. With such anticipated sale prices well above book values, a water utility 

would also be priced above book value even if the water utility made no more 

than its cost of equity. There are other reasons as weK7 

WHERE DO YOU REPORT YOUR ESTIMATE OF AVERAGE SUSTAINABLE 

GROWTH? 

That value is developed in Table 5. 

IS THERE ANOTHER INDICATOR OF FUTURE GROWTH THAT THE FERC 

RELIES UPON WHEN IT IMPLEMENTS THE ONE-STEP DCF APPROACH? 

Yes. The other estimates of forward-looking growth relied upon by the FERC 

An Oregon Public Utility Commission staff witness listed the following six reasons a market price could 
exceed book value even if the utility was expected to earn its authorized ROE: (1) public utility 
commissions do not issue orders simultaneously in all jurisdictions, (2) not all of a company’s earnings 
are regulated, (3) regulatory expenses, revenue and rate base adjustments may cause accounting 
returns to differ from those calculated on a rate case basis, (4) actual sales do not equal sales assumed 
in a rate case, (5) market expected ROEs change frequently while rate case authorized ROEs do not, and 
(6) regulated subsidiaries constitute only a piece of a holding company pie. Testimony of John Thornton 
in Oregon Docket UM 903 (filed November 9, 1998). 
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are analysts’ forecasts of future five-year EPS growth. Table 7 reports analysts’ 

five-year forecasts of EPS growth reported by a number of financial institutions 

and the average of those analysts’ forecasts. The first two columns of Table 7 

show analysts’ consensus forecasts of future EPS growth rates reported by 

Zacks and Thomson First Call that were available for the utilities in the water 

utilities sample. The third column shows available analysts’ growth forecasts for 

the same water utilities that are reported in the S&P Earnings Guide. Column 4 

shows forecasts of EPS growth reported by Value Line at April 30, 2004. The 

average of analysts’ forecasts of growth is 7.0%. For my implementation of the 

FERC one-step method, I have used the average of these analysts’ forecasts of 

growth for each of the utilities when such forecasts were available. If forecasts 

were not available, I followed Staff‘s past practice of assuming investors expect 

the missing growth rate to equal the average growth expected for the other water 

utilities in the sample, as explained previously. 

HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS AND 

ESTIMATED FUTURE GROWTH TO MAKE YOUR BENCHMARK DCF 

ESTIMATES WITH THE FERC ONESTEP METHOD? 

I adopted the approach shown in Table 4. First, adjusted high and low dividend 

yields were computed for each of the utilities by increasing the current dividend 

yields shown in column “a” by one-half the average of the two estimates of 

growth presented in columns ‘IC” and ”d”. The FERC method increases the 

current dividend by only one-half of the expected future growth and thus 

produces a value for DI/Po that is conceptually only six months (instead of one 

full year) into the future. In my view this results in conservative estimates of the 

cost of equity, but I have adopted this method in my implementation of the FERC 

one-step approach because the FERC uses that method. 
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Next, I computed the low equity cost estimates shown in column “e” of 

Table 4 for each of the utilities by combining the lowest estimate of growth for 

each utility with the respective low estimates of the adjusted dividend yield. The 

equity cost estimates in column “f‘ were then made by combining the highest 

estimate of growth with the high dividend yields. 

The last step of the FERC one-step method is to estimate the mid-point of 

the indicated equity cost range as the benchmark cost of equity. Both the mid- 

point and the average of the various equity cost estimates are 10.2%. This 

equity cost for the sample understates the Company’s cost of equity because 

Arizona Water is more risky for the reasons discussed above. 

DID YOU CONSIDER ALL TWELVE EQUITY COST ESTIMATES WHEN YOU 

DETERMINED THE MIDPOINT OF THE EQUITY COST RANGE? 

Yes, I did. As I mentioned above when I described the one-step method, the 

FERC deletes any individual utility equity cost estimate that is not at least 40 

basis points above the cost of investment grade bonds. Based on the estimates 

made here, none of the indicated costs of equity is that small and thus none was 

deleted from the range used to determine the mid-point equity cost for the 

benchmark sample. 

PLEASE TURN TO YOUR IMPLEMENTATION OF THE FERC’S TWO-STEP 

APPROACH. 

ONE-STEP APPROACH? 

HOW DOES THE TWO-STEP APPROACH DIFFER FROM THE 

The FERC two-step approach differs from the one-step approach in that it 

assumes that investors will expect terminal growth to be different than initial 

growth. In deriving its two-step approach, the FERC recognized that investment 

houses use more complex three-stage models in which the first and second 

stages could have a length of possibly 20 years and the final stage growth is the 
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long-term growth rate of the economy. The FERC also noted that determining 

the length of such stages requires judgment on the part of the analyst. In 

Opinion 396-B, the FERC expressed its preference for the simpler two-step 

model that, in effect, combined the first two stages of the more complicated 

three-stage model used by investment houses. Northwest Pipeline Company, 79 

F.E.R.C. 61,309 (1997). The FERC specifically rejected the use of the 

“investment house approach” in which a complicated three-stage model that 

required solving for the ROE with an iterative process was used to determine 

ROE. FERC stated such models are not only complicated but require judgments 

as to how long initial growth will continue, and whether the transitional growth 

rate would decline (increase) towards the terminal growth rate slowly, quickly or 

at a steady rate. 

HOW DOES THE FERC DETERMINE GROWTH WITH THE TWO-STEP 

MODEL? 

The FERC adopts analysts’ forecasts of EPS growth as the growth rate in the 

first stage, forecasted growth of Gross Domestic Product (“GDP”) for growth for 

the final stage and took an average of those growth rates to compute growth for 

the two-step model. More recently, in Southern California Edison, the FERC 

indicated it gives a weight of two-thirds to analysts’ forecasts of growth and a 

weight of one-third to GDP growth to compute that average growth rate. 

Southern California Edison, 92 F.E.R.C. at 61, 257 and n.19 (citing Northwest 

Pipeline Company). 

HOW DOES THE FERC TWO-STEP MODEL DIFFER FROM THE MULTI- 

STAGE DCF APPROACH PRESENTED BY STAFF IN THE 2003 ARIZONA 

WATER AND ARIZONA-AMERICAN WATER CASES? 

Conceptually, the multi-stage DCF model presented by Staff in water utility rate 

Q. 

A. 

U’WTECI 

(u(IRMu 

r s E U O M \ T s s b m ~ U ~ ~ i ~ l ~ O ~ 7 M . M ) C  36 



I 1 

2 
, 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. 

A. 

cases in 2003 is similar to the FERC two-step model, but the choices made by 

Staff to implement the model lead to significantly lower estimated costs of equity. 

Both the FERC and Staff assumed terminal growth should ultimately be 

assumed to equal GDP growth. The distinction between the Staff multi-stage 

analysis and the FERC two-step method can be boiled down to two significant 

differences. First, the FERC assumes the initial period before reaching terminal 

growth is much longer than the four or five years that Staff assumed in its multi- 

stage model. FERC wisely assumes it will take many years before the terminal 

growth for a utility will be the same as growth in GDP. Second, the FERC 

assumes investors rely on EPS growth in the longer, initial period, when they 

price common stocks. The FERC approach correctly recognizes that it is 

earnings that permit dividends to be paid and thus bases growth in its longer, 

initial period on EPS growth, not short-term DPS growth used by Staff in its 

model. 

WHERE DO YOU REPORT YOUR TWO-STEP EQUITY COST ESTIMATE? 

It is reported in Table 8. In preparing this estimate, I have relied on spot prices 

instead of an average of prices. Staff has indicated its preference for spot 

prices.' The values for the DCF dividend yield (D,/Po ) are based on the FERC 

convention of increasing current dividends by only one-half the growth rate. As I 

indicated in my discussion of the one-step approach, it is my view that this 

method of computing dividend yields produces very conservative estimates of 

the cost of equity. Consistent with the FERC two-step approach described in the 

Northwest Pipeline Company opinion, the initial growth rates are the analysts' 

* It is my view that average dividend yields are preferred to spot yields when making DCF equity cost 
estimates. To eliminate an issue with Staff, the numbers in Table 8 are closing prices at the time this 
testimony was written. 
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forecasts of growth. (See Table 4.) The terminal growth rate have relied upon 

is 6.5%, which is the estimate of the long-term growth in GDP relied upon by 

Staff in Arizona Water’s last GRC and in Arizona-American Water’s recent rate 

case. That growth rate provides a conservative estimate of the long-term 

estimate of GDP growth. The more appropriate growth estimate to use in this 

analysis would be the long-term arithmetic average growth rate of 6.8%. The 

6.5% value is the long-term geometric average and thus understates the 

forward-looking growth required by inve~tors.~ Therefore, the smaller GDP 

growth value of 6.5% in my analysis is very conservative. Based on the FERC 

two-step approach, the indicated cost of equity for the water utilities sample is 

10.4%. Because Arizona Water is more risky, its cost of equity is at least 50 

basis points higher. 

RISK PREMIUM EQUITY COST ESTIMATES 

PLEASE TURN TO YOUR RISK PREMIUM EQUITY COST ESTIMATES FOR 

WATER UTILITIES. CAN YOU PROVIDE AN OVERVIEW OF THE RISK 

PREMIUM METHOD OF ESTIMATING THE COST OF EQUITY? 

Yes. Under the risk premium approach’ the risk premium is directly estimated by 

comparing authorized and actual returns on equity with the current yields of 

investment grade bonds or other debt instruments: 

The risk premium method of determining the cost of equity, 

sometimes referred to as the “stock-bond-yield spread 

method” or the “risk positioning method,” or again the “bond- 

’ This issue is discussed in lbbotson Associates, SBBl 2003 Yearbook 100-1 01. The geometric average 
is used to report what has happened not what is expected to happen and only applies for the future if 
year-to-year growth in GDP is not expected to fluctuate. If GDP growth varies - even slightly - from year 
to year in the future, the past GDP growth will not be realized if the geometric average is used to set the 
growth. If year-to-year variation is the same as in the past, the required growth rate is the arithmetic 
average growth rate. 
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yield plus risk-premium” method, recognizes that common 

equity capital is more risky than debt from an investor’s 

standpoint, and that investors require higher returns on 

stocks than on bonds to compensate for the additional risk. 

The general approach is relatively straightfonuard: First, 

determine the historical spread between the return on debt 

and the return on equity. Second, add this spread to the 

current debt yield to derive an estimate of current equity 

return requirements. 

The risk premium approach to estimating the cost of equity 

derives its usefulness from the simple fact that while equity 

return requirements cannot be readily quantified at any 

given time, the returns on bonds can be assessed precisely 

at every instant in time. If the magnitude of the risk 

premium between stocks and bonds is known, then this 

information can be used to produce the cost of common 

equity. This can be accomplished retrospectively using 

historical risk premiums or prospectively using expected risk 

premiums. 

Roger A. Morin, Regulatory Finance: Utilities’ Cost of Capital (1 994) at 269. The 

risk premium approach is a simpler and less subjective approach. There is no 

need to estimate betas or current expected market risk premiums, as required in 

implementing the CAPM, and there is no reason to determine if “beta risk is the 

only risk of relevance to investors holding shares of water utilities. For these 

reasons, regulatory commissions use the risk premium approach in setting rates 

far more frequently than the CAPM. 
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WHAT ARE THE SOURCES FOR YOUR RISK PREMIUM ESTIMATES? 

The sources are the methods and data presented by the CPUC Staff in various 

general rate cases. I have made three risk premium analyses. 

EXPLAIN YOUR FIRST ANALYSIS. 

My first analysis is an update of the method presented by CPUC Staff in 

California-American Water Company’s Los Angeles district rate case (Docket 

No. A 03-07-036) in January 2004. The only difference in my first analysis and 

the one relied upon by CPUC Staff in that case is the updated forecasts of 

interest rates. CPUC Staff has used this risk premium approach to determine 

costs of equity in numerous cases during the last three years. Under this 

approach, CPUC Staff adopted annual averages of actual realized ROES for the 

six water utilities in my sample as proxies for the costs of equity for the period 

1993-2002, subtracted contemporaneous Treasury rates from those equity cost 

proxies to determine annual average risk premiums, then added the 5-year and 

the IO-year averages of those risk premiums to forecasts of the respective 

Treasury rates to determine an equity cost range. 

WHAT HAVE YOU DONE TO UPDATE THE CPUC STAFF’S RISK PREMIUM 

ANALYSIS? 

I have updated the CPUC Staffs analysis by updating the forecasts of the 

Treasury rates with an average of Treasury rate forecasts for the period 2005- 

2006 made by Blue Chip and Value Line. This is the only change from the risk 

premium analysis CPUC Staff presented in Table 2-7 of its Cost of Capital 

Report for California-American Water Company in Docket No. A 03-07-036. The 

interest rate forecasts I have relied upon to make this update are averages of 

Blue Chip’s consensus forecast of interest rates for 2005 and 2006 reported in 

June 2004 and Value Line’s most recent quarterly forecasts of interest rates 
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Q. 
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made May 28, 2004. I report those Treasury rate forecasts and forecasts for 

Baa bond rates in Table 9. 

HAS ACC STAFF RELIED UPON FORECASTS OF INTEREST RATES IN 

ANALYSES OF EQUITY COSTS IN PAST CASES? 

Yes, it has. For example, in Docket No. U-1656-91-134, Staff relied upon Blue 

Chip Financial forecasts of interest rates, Gross National Product (“GNP”) and 

inflation during the next year to describe the economic environment that 

influenced its cost of capital estimates. Testimony of Linda A. Jaress, dated 

December 2, 1991 , at 9-1 1. Also, in testimony dated April 19, 1993, Docket No. 

U-1303-92-286, ACC Staff relied upon Blue Chip forecasts of interest rates for 

the first quarter of the following year to determine the appropriate level of interest 

rates for the determination of costs of equity. Supplemental Testimony of J. 

David Daer, at 6. Relying on forecasts of interest rates to determine costs of 

equity is not a new concept to ACC Staff. Therefore, the fact that the CPUC 

Staff method relies on forecasts of interest rates to determine costs of equity is 

not unusual. 

WHY HAVE YOU USED INTEREST RATE FORECASTS FOR THE PERIOD 

2005 TO 2006 IN YOUR ANALYSIS? 

1 have used this period because it is the period in which Arizona Water’s new 

rates will first be put into place. August 2005 is the earliest the new rates could 

be approved and put in place. But based on the amount of time it has recently 

taken to complete rate cases in Arizona, it could be as late as 2006 before new 

rates are in place. The CPUC Staff method relies upon forecasts of interest 

rates for the future periods when new rates for the utility will be in place. To be 

consistent with the CPUC Staff approach, it is appropriate to adopt forecasts of 

interest rates for the period when Arizona Water’s new rates will be in place. 
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WHY NOT USE CURRENT RATES FOR TREASURY SECURITIES? 

There are two reasons. First, the CPUC Staff does not use current rates and 

thus to be consistent with the CPUC Staff approach, forecasted rates should be 

adopted. Second, the goal is to determine the cost of capital for Arizona Water 

when new rates are in effect, not the cost of capital 18 months before such new 

rates are approved. 

The Commission Staff provided evidence in the recent Arizona-American 

Water case that showed forecasts of interest rates reported by Blue Chip were 

sometimes higher and sometimes lower than the interest rates that actually 

occurred and that the projected interest rates were, on average, lower than the 

actual interest rates that subsequently occurred." CPUC Staff has determined 

that such forecasts of interest rates are preferred to using current interest rates 

as proxies for future rates. Current interest rates are also sometimes higher and 

sometimes lower than interest rates during future periods. It is especially 

inappropriate to adopt current interest rates as proxies for future interest rates 

when those current interest rates are close to 40-year lows and are expected to 

increase. 

WHAT IS THE RESULT OF THIS ANALYSIS? 

This analysis indicates the cost of equity for the water utilities sample falls in a 

range of 10.6% to 10.9%, as shown on Table 10. Arizona Water's indicated cost 

of equity is at least 50 basis points higher because it is more risky. 

TURN TO YOUR SECOND RISK PREMIUM ANALYSIS. HOW DOES IT 

DIFFER FROM THE FIRST ANALYSIS? 

In that analysis, CPUC Staff chose to use earned ROEs instead of authorized 

ROEs as the proxies for the costs of equity in its analysis. If regulators attempt 

Io Direct Testimony of Joel M. Reiker, Docket No. WS-O1303A-02-0867, et al., at 49 
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to authorize ROEs that are equal to the utilities’ costs of equity, and adopt rates 

and rate adjustment mechanisms that give those utilities a reasonable 

opportunity to earn those authorized ROEs, on average, earned as well as 

authorized ROEs might provide proxies for the costs of equity. The second risk 

premium analysis adopts authorized ROEs instead of earned ROEs as the 

proxies for the costs of equity in the risk premium analysis. This change is the 

only change from the first risk premium analysis. 

WHAT ARE THE RESULTS OF THE SECOND RISK PREMIUM ANALYSIS? 

Table 11 presents the results of this second analysis. This analysis indicates the 

cost of equity for the water utilities sample falls in a range of 11 .O% to 1 I .4%. 

The indicated cost of equity range for Arizona Water is at least 11.5% to 11.9% 

because it is more risky. During the period of the study, on average, utilities in 

the water utilities sample earned less than their authorized ROEs, and thus it is 

expected that this second risk premium analysis will indicate a higher equity cost 

range than was found in the first risk premium analysis. 

TURN TO YOUR THIRD RISK PREMIUM ANALYSIS. 

YOU USED TO PREPARE THIS ANALYSIS? 

In a number of cases, the CPUC Staff has adopted averages of realized ROEs 

for samples of water utilities as proxies for costs of equity. My third risk premium 

analysis is based on averages of realized ROEs for water utilities samples that 

the CPUC Staff adopted as proxies for the costs of equity, Baa bond yields 

reported by the Federal Reserve, and the expectation that when bond costs 

decrease, equity costs will also decrease, but by less. In effect, the risk premium 

increases as interest rates decrease. This expectation is generally consistent 

with the theoretical work of Gordon and Halpern, “Bond Share Yield Spreads 

Under Uncertain Inflation,’’ American Economic Review, Vol. 66, No. 4 

WHAT DATA HAVE 
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(September 1976) 559-565. It is also consistent with empirical studies such as a 

1989 study conducted by Staff at the Oregon Public Utility Commission and a 

statement by the CPUC in decisions in 1997 (D.97-12-089) and 2002 (0.02-11- 

027) that its practice is to adjust ROEs for energy utilities by one-half to two- 

thirds of the change in the benchmark interest rate. 

PLEASE EXPLAIN THIS RISK PREMIUM ESTIMATE. 

I followed the three-step procedure shown in Table 12. Panel A of Table 12 

shows earned ROEs for samples of publicly traded water utilities for the period 

1985 to 2002. CPUC Staff adopted these ROEs as proxies for the costs of 

equity for water utilities in San Gabriel Valley Water Company’s 1995 rate case 

(Table 3-4 A95-09-010), in California-American Water Company’s 2003 rate 

case (Table 2-7, A02-09-030), and in San Gabriel Valley Water Company’s 2003 

rate case (Table 2-7, A02-11-044). Lines I 9  and 20 of Panel A of Table 12 show 

the average risk premium increased from 2.12% to 3.13% as the average Baa 

rate decreased from 10.48% to 7.99%. This result indicates that, on average, 

returns for water utilities dropped by 59 basis points for each 100-basis point 

drop in the Baa bond rate. Thus, on average, the risk premium increased by 41 

basis points for every 100-basis point drop in the Baa bond rate. (See line 22 of 

Panel A of Table 12.) This result is consistent with equity costs moving in the 

same direction as interest rates, but by less. 

DID YOU USE THE DATA IN PANEL A TO ESTIMATE THE COST OF EQUITY 

FOR ARIZONA WATER? 

Yes. First, I recognized that the relationship between risk premiums and interest 

rates implies the following: 

Risk premium = constant - slope x Baa bond rate. 

Then, in Panel A, I solved for the slope in this equation by dividing the difference 
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in risk premiums by the difference in bond rates (shown on line 21). Next, in 

Panel B, I solved for the constant in the equation that is consistent with the 

derived slope, the most recent average risk premium of 3.13% for the period 

1993-2002, and the average Baa rate of 7.99% for the period 1993-2002. 

HOW DID YOU USE THAT RESULT TO ESTIMATE THE COST OF EQUITY? 

I combined the slope of -0.41 and the constant of 6.39% derived in Panel B of 

Table 12 with the forecast of 7.68% for Baa bond rates during 2005-2006 

reported in Table 9, to derive the current risk premium of 3.3%. Adding this 

current risk premium to the forecasted Baa rate of 7.68%, the indicated cost of 

equity for the sample of water utilities is 10.9%. Again, the indicated cost of 

equity for Arizona Water is higher than 10.9% because it is more risky than the 

sample water utilities. (See Table 12, Panel C.) 

WHAT IS SHOWN IN TABLE 13? 

Table 13 is the same as Table 12 but uses IO-year Treasury rates to conduct the 

risk premium analysis instead of Baa bond rates. In testimony filed in 2003 in 

Arizona-American Water's rate case, Staff claimed Baa rates should not be used 

in a risk premium analysis because such rates include default risk premiums." I 

subsequently provided evidence showing that Baa rates provided better 

forecasts of equity costs than Treasury rates and explained that Staff's 

contention had no merit if investors require the same default risk premium today 

as in the past." I have prepared Table 13 to show that the choice of interest 

rates to conduct this risk premium analysis is not an important issue. Whether 

Treasury rates or corporate bond rates are used in this analysis, the equity cost 

" Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et al., at 50-52. 

'* Rebuttal Testimony of Thomas M. Zepp, Docket No. WS-01303A-02-0867, et al., at 21-23 and Rebuttal 
Tables 2 and 3. 
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estimate for the water utilities sample rounds to the same number, 10.9%. 

CONCLUSIONS 

PLEASE SUMMARIZE YOUR EQUITY COST ESTIMATES. 

The Commission adopted Staffs estimates of costs of equity in Arizona Water’s 

last GRC and in Arizona-American Water Company’s recent rate case without 

giving any consideration to estimates I provided or restatements of Staff 

estimates that showed the costs of equity for those water utilities were much 

higher. In response, I have prepared equity cost estimates in this case that are 

not based on the methods I have presented in past cases (even though I believe 

my methods are theoretically sound and provided reasonable results), but 

instead are based on the methods and inputs relied upon by the FERC to 

determine DCF equity costs and by the staff of the CPUC to determine risk 

premium equity cost estimates. 

A straightforward application of the FERC one-step and two-step DCF 

approaches indicates an equity cost range of 10.2% to 10.4% for the water utility 

sample. These DCF equity cost estimates probably understate the cost of equity 

for water utilities for two reasons. First, some water utilities’ stock prices may be 

bid up in anticipation of a favorable buyout or merger. In such a situation, 

dividend yields drop but growth rates do not fully reflect expected future growth 

in cash flows. Second, the FERC method determines conservative measures of 

equity costs by increasing the dividend to determine D1/Po that is only six months 

into the future instead of a full year. I explained why unique risks faced by 

Arizona Water require that it be authorized an ROE at least 50 basis points 

higher than the appropriate ROE for the sample water utilities. Thus, the 

conservative DCF estimates based on the FERC DCF equity cost approaches 

and the premium for the Company’s additional risk indicate Arizona Water‘s 
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equity cost falls in a range of 10.7% to 10.9%. 

I have also used methods and data the CPUC staff has used to determine 

equity costs with the risk premium approach. Those estimates indicate the cost 

of equity for the water utility sample falls in a range of 10.6% to 11.4% and the 

cost of equity for Arizona Water falls in a range of 11 .I% to 1 I .9%. Combined, 

all of the DCF and risk premium approaches indicate the cost of equity for the 

water utility sample falls in a range of 10.2% to 11.4% with an average of 10.8%, 

and Arizona Water's equity cost falls in a range of 10.7% to 11.9% with an 

average of 11.3%. Based on these equity cost estimates, I recommend Arizona 

Water be authorized an ROE of 11.25%, an ROE slightly below the average of 

my equity cost estimates. I have prepared Table 15, in which this information 

has been summarized. 

IS THERE OTHER INFORMATION THAT CORROBORATES YOUR 

ESTIMATES AND RECOMMENDATIONS? 

Yes. Current Staff has devised ways to implement the CAPM and DCF models 

that, after accounting for differences in the level of interest rates, produce equity 

cost estimates that are much lower than this Commission authorized prior to 

December 2001. Table 14 lists nine decisions for large water and gas utilities in 

Arizona and concurrent IO-year Treasury rates. Adding the average risk 

premium above IO-year Treasury rates of 5.43% to the current forecast of 

Treasury rates indicates an ROE consistent with past orders of 11 .O%. Arizona 

Water, however, faces higher risk today because it must comply with more 

stringent state and federal regulations than those that existed in the past and has 

added risk of recovering arsenic treatment costs. Thus, my recommended ROE 

of 11.25% is in line with the average of past ACC determinations of equity costs 

prior to December 2001. 
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The past decisions also put in perspective recent Staff recommended 

ROEs of close to 9.0% for Arizona Water and Arizona-American Water Company 

and an even tower recommendation of 8.0% for Rio Rico Utilities (Rio Rico 

Utilities, Inc., Docket No. WS-02676A-03-0434). Implementation of finance 

models that lead to such low ROEs are inconsistent with ROEs this Commission 

authorized before the Staff revised the methods it uses to determine equity costs 

in 2001. 

IS THERE OTHER EVIDENCE THAT AN 11.25% ROE IS REASONABLE 

TODAY? 

Yes. On May 7, 2003, when Staff prepared its direct testimony in the Arizona- 

American Water rate case, the yield on IO-year Treasury securities was 3.8%, 

while Staff determined the average equity cost for its sample of water utilities 

was 9.2%.13 The earliest new rates will be in place for Arizona Water is 2005 

when IO-year Treasury rates are forecasted to be 5.45% (see Table 9). Based 

on a simple change in interest rates of 165 basis points, Staffs determination of 

a 9.2% ROE in May 2003 now supports an equity cost of 10.85% for the water 

utilities sample. Including 50 basis points to compensate Arizona Water for 

being more risky than the sample of water utilities Staff used to determine its 

equity cost, the comparable equity cost estimate of Arizona Water is not less 

than 11.35% at this time, which is in line with my recommended ROE of 11.25% 

for Arizona Water. 

DOES THIS COMPLETE YOUR DIRECT TESTIMONY? 

Yes. 
1582066.1112001.187 

l3 Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et al., at 23, n. 11 
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Arizona Water Company 

Table 9 

Forecasted rates for Treasury Securities and 
Baa Corporate Bonds for 2005-2006 

2005 

Blue Chip-‘ 5.60% 
1 0-Year Treasury Securities 

Value Line-b’ 5.30% 
Average 5.45% 

Long-term Treasury Securities 
Blue Chip-a/ 6.10% 
Value Line-b’ 5.90% 
Average 6.00% 

Baa Corporate Bonds 
Blue Chip-‘ 7.70% 
Value Line-” 7.50% 
Average 7.60% 

2006 

5.90% 
5.40% 
5.65% 

6.50% 
6.00% 
6.25% 

8100% 
7.50% 
7.75% 

Sources and Notes: 
- a/ Blue Chip consensus forecasts, June 2004. 
- b/ Value Line Quarterly Forecast, May 28,2004. 
- c/ No forecast made by Value Line. Assume 

the difference in Baa rate forecast and long-term 
Treasury forecasts would be the same. 

Average 

5.75% 
5.35% 
5.55% 

6.30% 
5.95% 
6.13% 

7.85% 
7.50% 
7.68% 

6/29/04 



Arizona Water Company 

Table 10 

1993 
1994 
1995 
1996 
1997 
1998 
1 999 
2000 
2001 
2002 

Risk Premium Equity Cost Analysis 
Realized ROES Adopted as Equity Cost Proxies 

Return Annual Averaqes Risk Premiums 
on Long-term 1 O-Year Long-term 1 O-Year 

Equitya/ Treasury-& Treasuya/ Treasury Treasury 

11.57% 
10.87% 
11.20% 
12.02% 
11.82% 
10.90% 
10.59% 
9.75% 
10.27% 
10.58% 

6.60% 
7.35% 
6.88% 
6.70% 
6.60% 
5.58% 
5.87% 
5.94% 
5.49% 
5.41 % 

1 O-Year Average 
5-year Average Premium-& 

5.87% 
7.09% 
6.57% 
6.44% 
6.35% 
5.26% 
5.65% 
6.03% 
5.02% 
4.61% 

4.97% 
3.52% 
4.32% 
5.32% 
5.22% 
5.32% 
4.72% 
3.81 % 

5.17% 
4.78% 

5.70% 
3.78% 
4.63% 
5.58% 
5.47% 
5.64% 
4.94% 
3.72% 
5.25% 
5.97% 

4.71 % 5.07% 
4.76% 5.10% 

Forecasted Interest Rates for 2005-2006-b' 6.13% 5.55% 

Projected Returns on Equity 
1 O-Year Average 
5-Year Average 

10.8% 10.6% 
10.9% 10.7% 

Notes and Sources: 
- a/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004. 
- b/ Source is Table 9. 

6/29/04 



1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 

Arizona Water Company 

Table 11 

Risk Premium Equity Cost Analysis 
Authorized ROES Adopted as Equity Cost Proxies 

Authorized Annual Averaaes Risk Premiums 
Returns on 30-Year 1 0-Year 30-Year 
Eq u ityd Treasury-b’Treasury-b’ Treasury 

12.13% 
12.13% 

1 1.58% 
11.18% 
1 1.06% 
11.12% 
11.12% 
10.86% 
10.62% 

I 1.51 Yo 

6.60% 5.07% 
7.35% 7.09% 
6.08% 6.57% 
6.70% 6.44% 
6.60% 6.35% 
5.58% 5.26% 

5.94% 6.03% 
5.07% 5.65% 

5.49% 5.02% 
5.41% 4.61% 

5.53% 
4.78% 
4.63% 
4.88% 

5.48% 

5.18% 

4.58% 

5.25% 

5.37% 
5.21% 

10-Year Average Premium 
5-year Average Premium 

5.09% 
5.30% 

Forecasted Interest Rates for 2005-2006“ 6.13% 

Projected Returns on Equity 
10-Year Average 
5-Year Average 

1 1.2% 
1 1.4% 

1 0-Year 
Treasury 

6.26% 
5.04% 
4.94% 
5.14% 
4.83% 
5.80% 
5.47% 
5.09% 
5.84% 
6.01% 

5.44% 
5.64% 

5.55% 

11 .O% 
1 1.2% 

Notes and Sources: 
- a/ CA Turner Utility Reporfs, issues for December for various years, 
- b/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004. 
- c/ Source is Table 9. 

6/29/04 



Arizona Water Company 

Table 12 

Risk Premium for Water Utilities Based on Past Earned ROES 

Panel A: Historic Data 

1 1985 
2 1986 
3 1987 
4 1988 
5 1989 
6 1990 
7 1991 
8 1992 
9 1993 

10 1994 
11 1995 
12 1996 
13 1997 
14 1998 
15 1999 
16 2000 
17 2001 
18 2002 

Earned 
- ROE 

14.40% a/ 

13.28% a/ 

14.58% 
12.42% 
10.39% 
11.07% ai 

12.82% 
11.80% b/ 

11.90% b/ 

10.76% b/ 

11.30% 
12.21% 
11.93% 
11.34% 

9.91% 
10.25% b' 

10.58% ' 

11.02% bl 

Baa Rate 
12.72% 
10.39% a 
10.58% 
10.83% 
10.18% 
10.36% 

8.98% 
7.93% 
8.63% 
8.20% 
8.05% 

9.80% dl 

7.87% dl 

7.22% 
7.88% 

7.95% 
7.80% 

8.37% ai 

Risk 
Premium 

1.68% 
2.89% 
4.00% 
1.59% 
0.21% 
0.71 % 
3.02% 
2.82% 
3.97% 
2.1 3% 
3.10% 
4.1 6% 
4.06% 
4.1 2% 
3.1 4% 
1.54% 
2.30% 
2.78% 

19 Average 1985-1 992 12.60% 10.48% 2.12% 
20 Average 1 993-2002 1 1.12% 7.99% 3.1 3% 
21 Difference 1.48% 2.49% -1.02% 
22 Slope 0.59 -0.41 

Panel 8: Solve for constant in formula (risk Dremium = constant - slope x Baa ratek 

constant = risk premium + slope-" x Baa rate 
constant - - 3.1 3% + 0.41-" x 7.99% 
constant - - 6.39% 

Panel C: Solve for current risk premium and equity cost: 

Risk Premium = constant - slope x Baa rate 
Risk premium = 6.39% - .41 x 7.68%-" = 3.3% 

Estimated cost of equity = bond rate + risk premium = 10.9% 

Notes and Sources: 
- a/ Source: CPUC Staff Table 3-4, Application 95-09-01 0 (San Gabriel Valley Water). 
b/ Source: CPUC Staff Table 2-7, Application 02-09-030 (California-American Water). 
c/ Source: CPUC Staff Table 2-7, Application 02-1 1-044 (San Gabriel Valley Water). 
- d/ Annual average reported by the Federal Reserve. 
- e/ Slope of -.41 = change in risk premium divided by change in bond rates. 

!! Source: Table 9. 
Derived from data derived at lines 20,21, and 22 above. 

6/29/04 



Arizona Water Company 

Table 13 

Risk Premium for Water Utilities Based on Past Earned ROES 

Panel A: Historic Data 

1 1985 
2 1986 
3 1987 
4 1988 
5 1989 
6 1990 
7 1991 
8 1992 
9 1993 

10 1994 
1 1  1995 
12 1996 
13 1997 
14 1998 
15 1999 
16 2000 
17 2001 
18 2002 

Earned 
- ROE 
14.40% ' 
14.58% ' 
12.42% ' 
10.39% a, 

13.28% a/ 

11.07% 
12.82% 
11.80% bl 

11.90% 
10.76% bl 

11.30% 
12.21% 
11.93% b/ 

11.34% 
11.02% 

10.25% 
10.58% 

9.91% bl 

10-Year 
Treasury 
10.62% dl 

7.67% dl 

8.39% dl 

8.85~~ dl 

8.49% 

7.86% dl 

8.55% dl 

7.01% dl 

5.87% 
7.09% dl 

6.57% a 
6.44% dl 

6.35% dl 

5.26% dl 

5.65% dl 

6.03% dl 

5.02% 
4.61% @ 

Risk 
Premium 
3.78% 
5.61 'i!o 
6.19% 
3.57% 
1 .go% 
2.52% 
4.96% 
4.79% 
6.03% 
3.67% 
4.73% 
5.77% 
5.58% 
6.08% 
5.37% 
3.88% 
5.23% 
5.97% 

19 Average 1985-1 992 12.60% 8.43~~ 4.17% 
20 Average 1993-2002 11.1 2% 5.89% 5.23% 
21 Difference -1.48% -2.54% 1.07% 
22 Slope 0.58 -0.42 

Panel B: Solve for constant in formula (risk premium = constant - sloDe x 10 vr Treas rate): 

constant = risk premium + slope-e/ x 10 Year Treasury rate 

constant - 7.70% 
constant - - 5.23% + 0.42-* x 5.89~~ 

- 

Panel C: Solve for current risk premium and equity cost: 

Risk Premium = constant - slope x 10 yr Treasury rate 
Risk premium = 7.70% - .42 x 5 . 5 5 ~ - ~  = 5.4% 

Estimated equity cost = bond rate + risk premium = 10.9% 

Notes and Sources: 
a/ Source: CPUC Staff Table 3-4, ADRliCatiOn 95-09-01 0 (San Gabriel Vallev Water). - 
b/ Source: CPUC Staff Table 2-7, Application 02-09-030'(Califomia-Ameri~an Water). 
c/ Source: CPUC Staff Table 2-7, Application 02-1 1-044 (San Gabriel Valley Water). 
- d/ Annual average reported by the Federal Reserve. 
- e/ Slope of -.42 = change in risk premium divided by change in bond rates. 

W Source: Table 9. 
Derived from data derived at lines 20, 21, and 22 above. 

6/29/04 



Arizona Water Company 

Table 14 

Returns on Equity for Larger Arizona Water 
Sewer and Gas Utilities Prior to December 2001 

and 
indicated Current Cost of Equity 

Company 

Citizens Utilities Company; Agua 
Fria Water Division; Sun City Water 
Company; Sun City Sewer Company 
and Sun City West Utilities Company 

Paradise Valley Water Company 

Far West Water Company 

Saddlebrooke Utility Company 

Paradise Valley Water Company 

Bermuda Water Company ' 

Pima Utility Company (Sewer) 

Far West Water & Sewer Co. (Water) 

Southwest Gas Corporation 

Average Annual 
Decision Decision Authorized 1 O-Year Risk 
Number Date ROE Treasury Rate Premium 

60172 May 7,1997 10.50% 

60220 May 27,1997 11 .OO% 

60437 Sept 29,1997 11.50% 

61008 July 16, 1998 11.30% 

61831 July 20, 1999 1 1 .OO% 

61854 July21,1999 12.00% 

62184 Jan 5,2000 11.75% 

62649 June 13,2000 11.50% 

641 72 OCt. 30,2001 1 1 .OO% 

6.35% 

6.35% 

6.35% 

5.26% 

5.65% 

5.65% 

6.03% 

6.03% 

5.02% 

5.85% 

5.55% 

4.15% 

4.65% 

5.15% 

6.04% 

5.35% 

6.35% 

5.72% 

5.47% 

5.98% 

5.43% 

1 1 .O% 

Average 

Equity cost indicated by forecasted 1 O-Year Treasury rate 

6/29/04 

1 1.28% 



Arizona Water Company 

Table 15 

Summary Table: Estimated Cost of Equity Ranges 
for Benchmark Water Utilities and Arizona Water Company 

Equity Cost Estimates 
For 

Samples of Water 
Utilities 

DCF Analvsis Based on FERC Methods: 

One Step -- Table 4 10.2% 

Two Step -- Table 8 10.4% 

Risk Premiums Estimates based on CPUC Methods and Data: 

Risk premium -- Table 10 10.6% to 10.9% 

Risk premium -- Table 1 1  11.0% to 11.4% 

Risk premium -- Table 12 10.9% 

Estimated Ranqe and Averaae EquiZV Cost 

Range 10.2% to 11.4% 

Average 10.8% 

Recommended ROE 

Estimated 
Equity Costs 
for Arizona 

Water Company 

10.7% 

10.9% 

10.7% to 11.9% 

11.3% 

1 1.25% 

6/29/04 
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milams. 
A cloud continues to hang over the industry, PI 

tort litigation in California haa many water utili- 
ties edgy. Ifjuries d e  against those locai ntilitiea, 
the fallout codd be costly. 

Although water utility stocks a m  ranked to un- 
derperfohn the market, they provide copsemath 

with less risk. 

Ind- Consolidation 
For the most part, water utilities stand as the last true 

American monopoly. Water companies face little or no 
Competition for water services in a given locale because 
the barriers to entry are very high Consequently, lage 
companies looking for eambs growth find that acqui- 
sitions are the best way? accomplish this goal.&, 
acquisitions help to +vemfY the larger companx allow- 
ing it exposure to dtfferent geographic regions, which 

*can be beneficial when one area of the country is 
struggling. 'IBkeover targets tend to welcome thb ar- 
rangement because they generally need the extra capital 
ta replace end upgrade existing water distribution net 
works, since a foot of pipe that cost $1 to install a 
hundred years ago now costs apprmimately $100. 

interesting phenomenon in the Water Utility In- 
dustry is the takeovem by energy companies and electric 
utilities. Energy and electric. Witiea have much in 
common with water w m ~ k n .  W three group plan for 
capifd investments rn dietrihtion systems, read 
meters, bill  customer^, and deal heavily with regulators 
and local lam. By acquiring small- and medium-sized 
water utilities. these annpanies are creating empomieB 
of scale, while providing their shareholders with di- 
sity and steadier revenues. Inveshrs who hold shares of 
an acquisition tar@ are poised to profit hadxmds 
since some purchases have been for aa much aa four 
times book value. This p d  of capital-appreciation po- 
tential is u n d  for h a s  gw-, which is marked by 
&W growth and healthy yldds. 

Tort Idtigation 
Most water compees are b p i n g  a watchhl eye gn 

tort litigation (a a d  lawsuit against a party even 

Composite Statistics: Water utai j  industry 

investors an opporhrnity to capture good Jlielas 

I I 

Large companb in the Water Utility In- - continuing to benefit from long-term COPBOU- 
dation trendn. In addition, small- and medium- 

water utilitiea are beginning to be acquired 
by electric and energy utilities at handsome pre= 

I 
though no -tract or law was breached) underway in 
Calif& The plaintifh bar in that state has organized 
and commenced tost lawsuits against several publie and 
Private community water spatems for sileaedlv deliver- 
ing ~ntaminatdwater,  ailhaugh the corn& & 
tobe ln fuil comptiancewith state andfderai&dardS. 
The mibil i ty  that judgments could be made against 
watsr utilities even though they have broken no law i s  
disturbing for the ind*. If these cases succeed, the 
potential fallout could be higher casts for water utilities 
in order to desend these kincis dhwsuita, which m i d  
OQW in other states. Also, these companies may be 
forced to pay lage settlements. Fortmately for the - 'onk industry, the California Public Utilities Commum 
investigating the adequaq of existing drinking water 
standards and has temporarily put a stop to @ d i d  

Meetips-t-ons 
The sa6e Drinidng WaterAct (SDW&, which wan last 

amended in 1998, has provided the bash for current 
drinking water quality standards. It requires that the 
Envimnmental Protection Agency work with state and 
Id authorities to select and test for five potential 
con taminants every five yea~a The amended SDWAaiso 
pzwided a $1 billion revolving loan fund to help loeal 
C o d t a B  to-install and upgrade their tRatment 
plants to remain in compiiance with drinking water 
purity standards. Water ampmies spend anywhere 
from 15% to 60% of their annual capital budgets to 
remainincompliancewiththsSDWAManpdthe 
companies made large. invvstments to upgrade their 
hfmtmhm d e r  m the decade, so spital outlaya 
over the next 3- to &yeam should remain stable, orrmn 
dedine. The need to remain in ampljance with the 
SDWA i s  a PrimarJt driver for the present water utiIity 
c3mdidatiwltread, 

In-tAdvice 
"he water compapy stocks included in this review are 

not timely for yelrr-ahead investment. CcWsenrati-Je in- 
vest~= might, however, 6ad those equities with attrac- 
tive~ dividend-gruwth pxrkpecb and favorable safety 
n d m  a worthwhile investment, notwithstanding the 
afbnmentioned litigation. 

J w p h  Espaillat 

I Water Utility 
REUTNE SlfKNCTH (Rotio of Industry to VOlu8 Line Corns.) I 
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142 I 

The Water Utility Industry atme under signifi- 
cant pressure in  2003. "be majority of the compa- 
nies covered in the next few pages experienced 
earnings declines last year, as unfavorable 
weather conditions resulted in weak demand for 
water throughout the United States. 

Infrastructure C O S b  are expected to continue to 
rise. As a result, further consolidation appears to 
be inevitable. Water  utility stocka are ranked to 
lag the  market over the next 12 months. However, 
conservative investors may find the risk-adjuetd, 
totaI-return potential of these issues attractive. 

Dampened Results 

Most of the Water companies in our Survey were 
hampered by unfavorable weather conditions in 2003. 
h e r i c u n  Stotes 1Vuter Co. and California Water Service 
Group both most likely suffered year-over-year earninge 
declines because of the cool, wet-weather conditions. 
Aqua America, formerly Philadelphia Suburban Gorp., 
however, was probably able to eke out a modest gain last 
year, despite the sluggish demand. (Investors should 
note that full-year results for each of the companies 
covered in this industry were not available as of the date 
of this issue's publication.) Although weather conditions 
are nearJy impossible to predict, we expect more nonnal 
weather to help the Water Utility Industry rebound in 
2004. 

Increasingly Strict Regulations 

In order to stay in compliance with the plethora of 
state and local regulations put in place to ensure the 
health IeveIs of drinking water, the Water Utility Mus- 
try continues to face stricter purification standards. 
Amended in 1996, the Safe Drinking Water Act (SDWA) 
of 1974 authorizes the Environmental protection Agency 
(EPA) to work with state and local governments to 
periodically test for impurities in drinking water and to 
regulate the levels of contaminants that are acceptable 
per a specified amount of water. These standards take 
into account the health effects of chemicals, measure- 
ment capabilities, and technical feasibility. One of the 
most significant contaminants that the industry screens 
for is arsenic, a naturally occurring substance. These 
laws and regulations are likely to continue to grow more 
stringent as the threat of biotemrism against our water 
pipelines has already prompted officials to tighten regu- 

~ ~ ~ ~ ~~ 

musTRYTIMELwEss 90 (of 97) 

lation requirements. 

R i g i p g ~ c o e t s  

Water companies are also feeling the pressure to 
maintain and even to upgrade aging faalities. Indeed, 
many waterhastewater systems that are presently in 
use were built over 100 years ago and are outdated. The 
costs associated with replacing these systems continue 
to grow and, according to the EX?& m erpected to 
venture into the hundreds of billions of dollars over the 
next 20 years. Given the astronomical expenses, it 
appears that long-term relief from the federal govern- 
ment is needed. Nevertheless, for now, state and local 
funding woes will probably leave the water companies to 
wver most of the expenses. 

Rapid Consolidation 

The rising costs associated with water purirication 
and fad ie  upgrades are &raining many ofthe smaller 
companies in the water industry that do not have 
sufficient cash flow and liquidity M foot the bill for the 
costly improvements. Therefore, the industry has seen 
massive oonsolidation in-recent years, as the smaller 
operations have been forced to sell to larger suitors with 
significantly greater capital resources. The larger utili- 
ties are benefiting Grom eumomia of scale, as well a9 
enhaneed geographic diversity. In turn, the companies 
are becoming less susceptibh to state or region-specific 
problems d o r  state requirememta. Aqua America, 
which has been acquiaition-friendly over the past few 
years, is on the eusp of buying Heater Utilities, which 
would likely in- its customer base fivefold in North 
CarOiina. 

h v ~ t A d v i c e  

Growth-minded investors ought to look elsewhere. 
The water company stocks in this review are not timely 
and offer IittIe capital-gains appeal out to 20062008. 
However, attractive dividend yields may appeal to 
income-minded individuals. As always is the case, 
though, potential inveetors are advieed to carefuily re- 
view individual reports before making any new commit- 
ments to these h U e 5 .  

Andre J. Costanzo 

Water Utility 
RELATIVE STRENGTH (Ratio of lncbshy to Volue Line Comp.) 

Index: June. 1967 = lo0  
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UMTED STATES OF Ah4ERICA 
FEDERAL ENERGY REGULATORY COMMISSlON 

OPINION NO. 445 

Southern California =son Company Docket Nos. W7-23SS-ooO. 
ER98-1261-OOO and ER98- 
1685-000 

UPlMoNANDORDER 
AFFIRMING IN PART, VACATING IN PART, AND 

REVERSING IN PART, 1NITIAL DECISION 

Issued: July 26,2000 



UNITED STATES OF AMENCA 
FEDEXAL ENERGY REGULATORY COMMISSION 

OPMON N0.445 

Southern California Edison Company Docke NOS. ER98-2355-000 
ER98-1261-OOO md ER98- 
1685-000 

OPINION AND ORDER 
AFFIRMING IN PART, VACATEG h\ PART, AXD 

REVERSING IN PART, INITIAL DECISION 

Gary A. M q a ,  Bruce J. Barnard. hiichael D. M a c k n ~ .  J d k r  Key, and Edward 
Twomey for Southern California =son Company; 

Bonnie S. Hair for Cities of Anaheim, Azusa, Banning Colten and Riverside, 
. California; 

Alan I. Robbins. Elisa J. Grammar, and Mark D. Urban for California Department of 
Water Resources; 

Arnold Fieldman. Channina D. Strotber, and David B. Brearlev for the City of Vemon; 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 

&fore Commissioners: James 1. Hoecker. Chrrimran; 
William L. Masscy, Linda Brtathi#, 
and Cwt HCbcrt. Ir 

Southern California Edison Company Docket NOS. ER97-2355-0o0, 
ER98-1261-0o0, and ER98- 
1685-000 

OPMlON N0.445 

OPINION AND ORDER 
. W G  IN PART, VACATING l[N PART, AND 

REVERSING fi' PART, t N I W  DECISION 

(Issued July 26,2000) 

I. Introduction . .  

This case is before the Commission on exceptions to an Initial Decision issued * 

March 3 1,1999. For the ~essons set forth below, we will aErm in part, vacate in part, 
and reverse in part, the Initial Decision. 

On March 31,1997, Southern California Edison Company ( S e a l  Edison) filad, in 
Docket No. W-2355-000. a TransmissiOn Owner (TO) Tarif€, for utility-qmific ratcs 
to be charged for transrmss * ion service on its faCitities undex the operational control of the 
California Independent System optrator (Catifomia ISO). In the same-filing, SoCal 
Edison also submitted a Distribution Access @A) Tariff for transmission service over its 
distribution facilities that are not part of the California IS0 grid. In an order issued by 

'Southern California Edison Company, 86 FERC q 63,014 (1999) (Initial 
Decision). 



Docket Nos. ER97-2355-Oo0, A. -2- 

the Commission on December 17, 1997, ' we accepted M a l  Edison's TO and IDA 
Tariffs, for filing, suspended them, and pmnittcd than to become effective, subject to 
refirnd on the date the California is0 began opentioa. We also s t  tbe propostd tariffs 
for baring. 

On December 3 I ,  1997. SoCal Edmn filed. m Docket No. ER98-1261-QO0, 
proposed revisions to its TO Tariff to add a surcbaqe of S.00009kWh for a one-year 
period, to recover $6.7 million in costs & a d  with its abandoned Devers-Palo Verde 
2 project. On January 29,1998, SoCat Edison filed, m Docket Na. EW3-1685-OO0, 
proposed revisions to its TO Tariffto mmct what it claimed were Computatonal mors 
and dsSions in the developanmt ofthe ratcs set for hearing mthe lkcmber 17 Order. 
In scpmac onim i d  by& Cotnmissiouon Februzuy25,1998, and MarCh30, 
1998, ' we sct SoCal Edison's prapostd tarBreVisicms for hearing and consolidated these 
S h e  with SoCd Edi~on'~ p e n d i n g  w e e d i n g  in Dock& NO. ER97-22355-000. 

Prior to hearing, a numbex of issues initially set for hearing were resolved. First, 
the rateeffective period applicable to SoCal Edison's proposed cost-based mtes for 

001, in which we granted market-based rate authori to all entities providing ancillary 
services in California, effective November 3,1998.' As such, SoCal Edison's proposed 
cost-based rates for ancillary senrices is this proceeding are only for a locked-in period, 
April 1,1998 through November 2,1998. In addition, the parties filed a stipulation with 

ancillary secviCeS w a ~  narrowed by the C~mmisSid~ rVl@ h Docket NO. ER98-2843- 

2Pacific Gas and El&k Company, 3 d., 81 FERC 1 61,323 (1997) (December 

'California Ind-dent System Openrtor Corporation, 

'San Diego Gas & Electric Company, et &l., 82 FERC 7 61,324 (1998). 
'On February 6, 1998, the Chief Administrative Law Judge severed issues 

17 Order), order on reh'G 82 FERC 1 61,324 (1998). 

4.. 82 FERC 7 61,174 
( 1998). 

concerning non-rate terms and conditions from rate issues, and assigned the SoCal 
Edison's TO Tariffand DA TarifFfding to the Presiding Judge. a Pacific Gas & 
Electric Company, g d., 82 FERC 163,010 (1998). 

6AES Redondo Beach, L.L.C., ad., 85 FERC 9 61,123 (1998) (AES). 
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the Presiding Judge, which the Presiding Judge accepted, fully resolving six issues 
originally set for hearing. ' 

.~JI eVideadary h d g  on all nmabbg issues COmmeLIced on September 15, 
1998 Following the hearing and the filing of initial and q d y  briefk, the Presiding Judge 
issued the lrutlal Decision. Briefs on cxcept&s were fled by Sacal Edison, the 
Commission's trial M(bjal staff), the California BO, the Department of Water 
Roourcts  of the State of California (DWR). Brief,, opposing c~~txptions were filed by 
SoCaJ Wn, bid staff, DWR, theNortkm Californir, Power Agency (NCPA), the- 
Cities of Anaheim, Anrsa, Banning Colton, and Riv;ersidc, California (Cities), the Public 
Utilities Commission of the State of Wixnia  (California connntssl 'on), an&thc City of 
Vernon (Vernon). 

IV. Discussion 

A. Issues Identified and Resolved by the Initial Decision + 

Thc Initial Decision identified and resolved 17 issueS. Ofthese issues, we will 
summarily affirm Issue Nos. 1-3,3,8, 11-12, 14-15, and 17; end vacate as moot Issue 
Nos. 9-10, and 13, in part. The mmhhg issues (Issue Nos. 4,6-7, 13, and 16) arc 
discussed below. 

€3. Summary Affirmancelssues 

No party excepted to the Presiding Judge's disposition of Issues Nos. 1-3,5, 14-15, 
and 17. Spccifidy, the Presiding Judge ded (and no party now contests) that: (1) 
S d  Edison's nlianct on a 4-y cash working capital allowance in rate base is 
nasonsblc,snbjccttothcdfl discossad dstwhat m the Initial Decision (Issue 
No. 1); (2) socsll Edison's claimtd rate base for p h t  held far futllFt use, Account 105, 
(Issut No. 2), * and for collsbuction work in prorvtss, Account 107, (Issue No. 3), should 
be addressed in a compliance filingto be mackby SoCal Edisonto demonstrate that 
SoCal Edison's Account 105 and Account 107 costs do not recovc~ costs already included 

'Initial Decision, 86 FERC at 65,136 (citing the following issues: abandoned 
plant; rate base adjustments; South Georgia ad-; dcprcciatioq revenue credits for 
wholesale transmission and powex sales agreements; and the divisor for wholesale and 
ltcctss cbargcs). 

demonstxate that such plant is not also recorded in Account 101. 
*Our ruling includes tbe requirement that SoCd Edison's complimcc filing must 



. -- ... 
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in Account 1 O I ,  electric plant m service; (3) the California Cummission's proposal for the 
disposidon of rchds  to retail customtfs should be followad, in tbe event a lower 
h.msmission revenue requirement than that proposed by socal Edisan is found just and 
rusorublc (Issue KO. 5); (4) the tcnn of the TO Tariff may be supemdd by the new 
California IS0 Tariff, but in any event, does not need not be addressed in this proceeding: 
(Issue hi0 14); (5) Socal Edison's load dispatching expcnsts included m Account 561 are 
incurred by Socal Edison for the benefit of all users of the transmiSSion system and 
should therefore be allowed, as claimed Qssue No. 15); and (6) Vernon's proposal 
allowing ratepayers to recover a share of the gains realized by Socal Edison &om the sale 
of its oil and &as genemthg plants was not qportcd and should be n$cctcd (issue No. 
17). 

Wc find that the Presiding Judge's rulings on these issues were well reasoned and 
l l l y  supported by the rtcocd Accordingly, these dxq$an henby summarily a-fhned. 
We also summarily affirm the ding of the Prtsiding Judge: (I) accepting rolled-in rates 
for the TO Tariffwholesale access charge (Issue No. 8); (2) rejecting tht proposal for 
timesf-use bransmission rates (Issue No. 11); and (3) acccpthg the DA T d r a t c  design 
(Issue No. 12). We find that the Initial Decision properly decided these issues on the 
grounds set forth in the Initial Decision. We therefore deny the exceptions on these 
issues asserted by SoCal Edison (as to Issue No. 8) and DWR (as to Issue Nos. 11-12). 

.. 

C. Vacated Issues 

We will vacate the hitid Decision BS to those issucs concerningmembcrship 
rights and incentives to join the califarnia IS0 (Issue Nos. 9,10, and 13). On 
March 31,2000, in Docket No. EWO-2019-OO0, the California IS0 filed Amendment 
No. 27 to its Mto address these issues. Amendment No. 27 proposes a new 
methodology for recoverin$ through a TnrnsnisSion Access chargt (TAC), the 

In OUT order issued May 31,2000, we accepted fbrfiling, s u s p d d ,  d set for hearing 
theproposedTACmcthoddogyandrtlatbdtmiffrcvisi~. Givcnthtscchangcd 
circumstances, the issues litigated m this procetding relating to parties&ining the 
California IS0 are rendered moot. Thereforc, wc will vacate the Initial Decision 

e m b e d d t d c o s t o f t r a n s n i s s i o n ~ t i ~ ~ t & e ~  rs~mllcdgrid. 

'~hese incentives include, among otixr thinps. removal ofthe SeW-sufiicieny test, 

'Ow California Independent System Opentor Catp., 91 FERC 61,205 (2000). 

which in turn eliminates tbe Non-self Sufijciency Access charge. 

We also held the hearing m abeyance pending efforts at settlement and established 
setttement judgc procedures. 
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regarding these issues, specitically, thc approPriatt billing dettrminants to be used for 
Socal Edison's Non-Self SufBcitnt Acctss charge (Issue No. 9), whcther a monthly 
vusus an houriy rate should be used fbr Socal Edisan's NonstifSuf€icient Access 
charge (Issue No. IO), and a l l  issues relating to customer credits for participating 
transmission owners (ParticiPating TOs) (.Issue No. 13). '' 

Decision 

At heahg, Vmon and Cities (coUeCtively Municipals) argued that 8s non- 
Participatiug TOs they should receive network customex d t s  against their Access 
Charges for their transmission facilities that are hteptcd with Socal Edison's 
tcansmissionsysttm. RiortomhWmmg, tfit creation of the caiifarnia ISO, and SOW 
Edison's filing of its TO T a  the Municipals were receivhg 8n implicit credit for their 
customer-od bansmissim fircilities under their htuptcd Opacatiog Agreements 
(IOAs) through hub and spoke Pricing. In late 1996 and early 1997, as a result of the 

crcaling the current Transmission Servi.Ce Agreements (T!SAs), and tuminated the IOAs. 
Under thc TSAs, Mur~icipals still pay for transmission solely within Socal IEdiSon's 230 
kV hub network and not for SoCal Edkds spokes which gmually parallel Municipals' . 
transmission facilities. At hearing, Mux~icipals argued that aAer tbcb TSAs expire it will 
be unfair to take service under the TO Tariffusing rolled-in pricing. ** 

cali€orniaremcaningpracess,thepar(iesnego~Rtstructurmg Al3=I=a 

SoCal Edison, the California BO, and trial staf€disagrctd, relying on Florida 
M U Q i M  Po-v v . F l Q & & - w  l3 and Ordcrs Nos. 888 and 
888-A. These p a r k  argued fhat the M u n i c w  facititieS are not ktegmtcd Witb the 
Califbda ISO-c&rolkd grid, which now includes Socal Edison's transmission 
tkdities, and thcdixc network customer credits should be denied. They furthu argued 

I 

"That portion of Issue No. 13 which addresses credits for non-participating TO'S 
has not been rendered moot. The exceptions raised with respect to this isSue, therefore, 
are addressed below. 

l2 The TSA clqriration dates differ for each agreement, With some TSAs 

l367FERC~61,167(1994)(FMPA), rehkdeaied, 74FERCf61,006(1996). 

I 

t 

terminating as early as December 31,2002. 
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that the only relevant test for integration under the restructured California IS0 frzrmcwork 
is ifthe California IS0 bas Operational control and schduhg rights for the ust of the 
transmission facilities. 

The Presiding Judge rejected thest arguments and found that the Municipals' 
facilities provide substantial support to the califontia ISO-mntrolled grid and that the 
~ ~ ~ a c t ~ ~ y s s Q c t w o r l ~ ~ c u s t a m n s , m e c t i n g t h c c O ~ ~ * s  
requirementsfornetworkcustomercrtdits. OnthcmatttrofwhtthcrthcMunicipals 
should ftceivc agetwork cllstomer credit as Non-Perbicigatiag TOs, the Presiding Judge 
found that the elimination of the implicit d t s  with thc cxpixatian of the TSAs would be 
unjust and rmreasonablt. The Presiding Judge ralcdthat SoCal Edison must modifjr the 
proposed wholesale wheeling access charge to perxuit the Municipals to pay hub-only 
costs instead of rolled-in costs once their TSAS expire. 

SoCal Edison, the California IS0 and trial staff filed exceptions. Socal Edison 
and trial staf€lrrgac that therates and ttrm of the TSAs wen tbe result of negotiation by 
the affected parties for the pmpost of implcmwting nstmdum ' g, and that the Initial 
Decision has the d k c t  of improperly cxtendmg these exiSting agreements beyond their 
negotiated contfllct terms. SoCal Edison also argues that the Presiding Judge's ruling on 
this issue undermines the ruling accepting rolled-in rates by making exceptions for the 

their negotiated tums unduly discriminates against the other users of the hransmjssion 
system, including socat Edison's retail customers, who will have to pay higherrates 
when the current TSAs expire for the same Service. 

~ \ m i ~ i p a l ~ .  ~ i ,  SOM E&on thstthc umthaim ofthe TSAS beyond 

14 

The califoania Is0 adds that b#.ansc no psrtyto this proccading proposed 
contindon of the sub-hezional (hub and spoke) ratcs, they wne not a subject of 
discusion dmisgtht hcarin& and that is no record evidence of& impact of such rates 
on other market participants. Tbe califarnia IS0 con~Iu&s that under these 
C U  as, &justness and reasonableness of these rates was unsumHJrted. 

Cities and Vernon oppose these exceptions. Cities states that the Initial Decision 
docs not extend thc Cities' current contract rights, nor does the Initial Decision rely on the 
TSAs in reaching the conclusion that credits for the Municipals arc appropriatt. Cities 
argue that the Residing Judge's findings wen based anpmpcrxatmahgprinciples and 
arc independent ofthe cmtmctual arrangements embodied in the TSAs and Restructuring 

. 

l4 SoCal Edison's Brief on Exceptions, at pp. 62-65. 
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Agreements. Vernon adds that SoCal Edison has proposed a new rate methodology in 
this proceeding which the Presiding Judge modified to grant customer credits. Vernon 
also disagnes with thc assertions madeby Socai Edison and trial staf€tbat the Presiding 
Jadgc has cxtcndcdthc existing contractsbeyond th t i rnegot id  term sthgtbat tbt 
Presiding Judge's dekmmab * 'on has onIy modified the proposed rates to incorporate the 
previous TSA's sub-functional rates. 

Discussion 

Although we have vacated the issue of customer d t s  for Partkipatins TOs due 
to the IS03 TAC fitine_ $1 Docket NO. EROO-2019-Oo0, sptcifically the proposal to 
elimtrstc the non-sclfdcicncy test., l5 we will discuss tbc issue ofcustamcr 
credits for non-Participating TOs. 

FMp& Order No. 888, and Order 888-A, all require that for fhcilities to be 
considd integrated, the transmission provider must be able to provide transmission 
service to itself or other tmnsmkion customers over these focilities As of  the start-up of 
the California ISO, Socal Edison no longer served as thc transmissiOn provider. Under 
these circumstan ces, until and unless the Municipals join the California IS0 and turn over 
control of their facitities to the califbmia KO, the California IS0 can have no operational 
control over Municipals' facilities. If the Califumia I S 0  has no ~perat i~~sl  control over 
these facilities, it can not me them to provide transmission service to its customers, In 
hct, the California E30 would not ~ v e n  be able to transnit power over the customer 
facilities to the MtmicipaIs. 

The Presiding Judge's ruling gives the benefit of California IS0 membership 
without assigning any corresponding responsibilities to the Municipals. The result of this 
ruling is that other uscrs of the califonnia IS0 grid would pay far the implicit credit, but 
would not be able to use the facilities. la addition, the Presiding Judge's ruling would 
rcquire the mlled-inratt fos other usem b be m&cd each timcsTsA expires, Creating 
a lack ofdfbxmityiu rates over several years. In order fwthe Municipals toortceivC 
credits for thtir t'acilities, they must join the Califonria IS0 and thexeby allow scheduling 
and control of dre fhcilities by the transmission provider. 

In addition, we find that the Residing Judge ixnpmperly applied the terms and 
conditions of a negotiated contract to the proposed wholesale wbeeling access charge. As 
noted by Cities' witness, the parties ' m d y  agreed m the Restnrctunn g Agreements to 
tcrms and conditions under which the IOAs would ttrminatC and the Cities will make the 

~~ 

''see - section c s u m .  
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transition to independent operation in thc rcstnrctmed market". l6 The tenns and 
conditions of the Rtstruchpln g Agreements were negotiated as a package with the 
expectation that the Municipals would evmtdly bc able to opmte independently. The 
Presiding Judge'sdhg actsto stvathe eXpirationtcrm ofthe cuatmct froaa thc 0 t h  

tums and conditions mutually agreed upon by the partits, and would have tbc cffcct of 

reverse the Presiding Judge's ding that the implicit credit contained in tht TSA's &odd 
be continued in the wholesale wheding access charge. 

abrogathg the partits' agremmc without 8 nasonsble basis for dorng so. Thtrrfbrr, We 

E. Whether the Presiding Judge Properly I)etemtined SoCal Ediscm's Rate of 
RCmn on common Equity 

wtid Decision 

The Initial Decision declined to adopt tbe rate of rtbrn on common equity (ROE) 
proposed by Socal =son (1 1.6 percent) or trial staff (8.71 pcrccnt). The Iaitial 
Decision also accepted, in part, and rem in part, the metbodologics used by these 
partics for cd- their nsptctive ROES. Based on the Presiding Judge's appfication 
of a two-stage discounted cash flow @CF) formula which the Presiding Judge found to 
be consistent with the Commission's recent prectdcnts in natural gas pipeline company 
cases, *' the F'resi&ng Judge calculated an ROE for SoCd Edison of 9.68 percent. 

The laitid Decision found that the ROE recommcdations made by Mal =son 
and trial st8f€difkmd sjgdicantly, due to the difking methodologies advanced by tbese 
parties to calculate SoCal Edisons ROE. These c%fErcnccs include& (1) trial staffs stand 
alone analysh of socal Edison versus SoCal Edison's analysis of a proxy pup;  (2) t d  
M s  use of a DCF analysis alone versus SoCal Edison's reliance on a D C F M  premium 
analysis; (3) Socal Edison's nliance on the gross h d c  product (GDP) for the l o w  
term growth factor in the Dcp analysis vttsos trial staffs use of DIU hdw data, and 
(4) the use or rejection of adjustments based on flotation costs mid risk assessments. 

l6 Vernon's Brief Opposing Exceptions, at pp. 43-44. 

''Initial Decision, 86 FERC at 65,143, &g Williston Basin Interstate Pipeline 
Company, 50 FERC 7 61,284 (1990) w-) mated on other 931 F.2d 948 
@.C. Cir. 1991); Northwest Pipeline Corporation, 79 FERC 161,309 (Opinion No. 396- 
B), &'e d e n i d  81 FERC 7 61,036 (1997) (Opinion No. 39643; and Transcontinental 
Gas Pipe Line Corporation, 80 FERC 1 61,157 (1997) (Opinion No. 414), r&& 84 FERC 
161,084 (1998) (Opinion No. 414-A), 
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The =ding Judge concluded tbat in pcdorming the DCF aaalysis in this case, 
the proxy group advanced by trial d w a s  appropriate because it is the Commission's 
p r c f d  approach for natural gas pi line cornpanics and btcauK "(t]he samc Io& 
should apply to electric companies.-' fbc Atsidiag Judge dso held that a DCF 
andysis rather than a risk premium dys is ,  or a cmbinrtion rhcfeof,7was appropriate 
becansc, among other reasons, it was consistent wth Commission @icy In ~ ~ I D O I ~ ,  the 
presiding Judge accepted the use of the lnstitutioapl Brokers Estimation System (IBES) 
growth pjedons for the short-term growth fhctor m the DCF model and held that SoCd 
Edison's recommended use of GDP data, as a long-term growth factor. was ajqmpiate 
b a c a u s c i t w a s c o ~ w i t h ~ ~  ' 'an's dings in W m  and Opinion No, 
396-B. l9 Finally, the Pmiding Judge chose &e &an natnr firm tbc zone of 
reasonableness of &e proxy group of tOmpanitr be d i e d  on to ukuluc his ROE, 
without an adjustment for flotation costs, based on his assesssnent of Socat Edison's 
business and financial risks. 

Exceptions were fled by SoCal Edison and trial sta.f€. Socal =son argues that 
the Presiding Judge's ROE of 9.68 percent "fails to rCaect the sirplificant nsks that (SoCal 
Edison] faces m the 
Edison's] ROE substantially below levels previously allowed by the [CaWomia 
 commission^ on the same assets for h e  same service." zo Edison also claims that 
in addition to the DCF model, psc of a risk prclnium analysis is appmpriatc because: (1) 
it is widely used and relied upon; and (2) the bond yields, on which the analysis is based, 
reflect investors' Perceptions on a forward-looking basis. 

electric atility m a c u t ,  and reduces [SOW 

SoCal Edison also objects to the Presiding Judge's rejection of its proxy group. 
SoCal Edison states that the compam'es included in triat staffs proxy group, which the 
Presiding Judge relied upon, bavt a lower risk profile than- Edison. Socal Edison 
also Eefcesisspcwithtbt Residingfndgt'sreliance ontk comrmssr 'on'snaturalgas 
pipeline precedents far the weighting to be given thc short and long-term dividend growth 
rates, as used in the DCF f m d a  to calculate ng." While in t h e  precedents, the 

'k at 65,141. 

' b e  Presiding Judge also determined &at the short-term growth component 
should be given a two-thirds weight, and the long-term CQmPontLLt a one-tbiid weight, 
consistent with the Commission's resent natural gas pipeline company cases. 

2oSoCal Edison's Brief on Exceptions, at 7. 
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Commission gave a two-thirds weighting to short-term growth and a one third weighting 
to long-tum growth, SoCal Edison claims that the Prcsidiag Judgc failed to explain why 
this same weighting would be -ate in the case of an elcctrk utility. 

Trial staffasserts as a m  thc Presiding Judge's decision not to use the long-range 
growth forecast of the electric industry's rmm on t o d  capital, as published by Data 

&also asserts as enor &e Residing Judgc's fail= to consider co5pany@c data 
in thc form of a stand-alone DCF in d t t w g  Socat Edison's ROE. 

Resomce~ I~c. (DRl), fot &C lq-m projcaion of @ in tbr DCF -1. Trial 

On September 17,1999, the Commission issued an "Order Establishing Further 
Proccd\ltes On Issue OfRate of Retnrn on Common Equity." *' In the September 17 
Order, the Commissiaa held that it would be in the public mtmestto consider additional 
arguments in this proceeding on the issue of M a l  Edison's ROE "lib light of the 
possible risks associatd with tht -fer of operational mtml of facilities to the 
CaHomia ISO, and the potmtial m~ since the end of the hearin$ in the number of 
public utilities that facG similar risks. . . ." The September 17 Order permitted interested 
parties to file initial and reply comments on these issues. *' 

Initial commena 

Initial Commmts wen timely fild by the California Electricity Oversight B o d  
(Board); trial e, tt# ChMmia Commission; the SacramGnto Municipal Utility Disbrict 
(SMUD); and SOW Edison. In addition, a motion for leave to file initial cornmeats one 
day out of timC was filed by Pacific Gas and Elecbric Company (PGBtE), and motions for 
late innmention and comments were fledby Edison Elcctric htie w), the 
Electricity C~nsumers Resowcts Council (ELCON) andthe American Iron and Steel 
Institute (AN); and the Midwest IS0 Participants (IS0 Particpants). 73 

. 

2'Southern California Edison Companys 88 E R C  1 61,254 (1999) (September 17 

"As required by the September 17 order, Initial Comments were fiIed on 

%muant to Rule 214 of the Commission's Rules of Practice and Ptocedure, 18 

order). 

November 1,1999. Reply Comments were fiIcd December 1,1999. 

C.F.R !j 385.214 (2000), we will grant the unopposed motions to intenme filed by EEI, 
(continued. ..) 
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SoCal Edison submits an updated ROE analysis, in its wxnmcnls, in which it 
updates both its DCF study as well as its two risk premium IIMJYses. These updated 
analyses arc based on data for the period April 1999 thnwgb September 1999 and 
support, in socal Edison'o Mew, an ROE rn mis case of at least 11.6 perccnt. Socal 
Edison explains that this mommcndtd ROE i s  based on the high end of the zone of 
reasonableness indicated by SoC.1 Edtm's  DCF analysis and is suppartpdby a finding 
that SoCd Edisoa f?cts significant risks rtbibutablc to its joining the W d a  ISO. 

In assessing the risks it faces, Socal Edison as- that other industries that have 
experienced similar unbundling and partial deregulation should be including-the 
tetmommtmications and natutaI gas pipe& mdnstrics. hCal Edison states that in these 
industries, thsc is ckau t b i d e n c c  that unhdliug me component of a previously 

compsny's 'business. Socal Edison also argues; that in setting its ROE m this case, the 
Commission should consider the broader policy issue it discussed in the RTO proceeding, 
ir, the option of using ROES to give electric utilities an mcentive to make investments in 
new transmission facilities. 

intcgnrttd company can increase the risk atbjbutirbk to the other cQLnpoIlGnts of the 

IS0 Participants, =&E, and EEI argue that higher ROES for the elecbic utility 
industry as a whole are necessarybecause m the restnrctnrtd market, d d c  utilities face 
an in- risk ofncm-recovery of theirtransmtssl * 'onrcvtauertquirements. EExpint!s 
out that white higher ROES may mean higher direct costs for consumers, it wiU mean an 
avoidance of the fhr mom sigdimr indirnct msts that could be in- if utilities are 
not given the proper incentives b participate fbUy in the restructured market. Is0 
Participants add that the DCF analyses of in- electric utilities may not reflect the 
risks associated 6th RTOs because the eamhgs p w t b  forecasts for vtrticlluy integrated 
companies do not reflect tmnsmission-only growth forecgsts nor do they reflect the 
incrcascdfinancid and operational risks asucmtd - WithjohhganRTO. PG&Easserts 
that &ere are signifhmt rtgnlatory risks associated with a d e r  ofjurisaiction fiom 
thecdifomiacammrssl -   an tot be^ ' 'on,sad&atanaclpsiverclianceonaDCF 
analysis using eI&c utilities as a p x y  group significantly understates the risks that 
SoCal Edison facts, because'tht electric utilites that comprise this proxy group are 
undergoing so much change at the presemt time. 

Trial the CalZomia Commission, the Board, ELCON, and AIS1 assert a 
different position on these issues. Trial staff argues that there is no evidence that SoCal 

2f(..-co*timled) 
ELCON, MSI, and the IS0 Participants. We will also accept the initial comments fded 
one day out of time by PGgtE. 
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Edison has become exposed to any new d c s  following the close of the record in this 
case, and suggests that SoCal will Mly recover its stranded generation costs and plans to 
make significant new generation investments. Trial staff also cites evidence that the stock 

averages. In ;additioq hial &states dut X a l  Edison itselfhasperfonned wellsince 

bansmission and dihbution I1ctwofk. 

tnlw of SOCJ Ediooo's psrrnt h8s rad wiM casrtinue to out-pufom the elcctlic utility 

the advent of retail unbundling and mtends to make substantid invcStmtn tsinits 

The California Commissim and the Board state that any incrcasCdrisks f a c i  
S o u  Edison as a result of its pSrticipatiOn in the California IS0 wert fuyl addressed by 
the California legislature h Assembly Bill 1890 (AB 1890), and that socal Edison 
rrtains thc right to file section 3 5  rate cases at the Commission to recover its 
transmission revenue rtquircmcnts. 

ELCON, AISI and SMUD agree with the g e n d  thrust of these arguments. They 
argue that Socat Edison's risks have been significantly reduced since its B B  

and that its d t  rating Will actually improve as a result of its membership in the ISO, 
given its ability to recover its stranded costs. However, because an immediate reduction 
in ROES for other utilities may act as a disincentive to their membership in RTOs, 
ELCON and AIS1 sppport the aTlowance of a grace period, during which utilities joining 

inflated ROE is colltrary to sound, cost-bad ratemaktn * g prac?ices, and believes that 
SoCal Edison docs not have increased risk associated with its participation in the 
California ISO. 

RTOS d b c  permittedto &their CurwrCROEs. SMUD  argue^ that an artificially- 

Rcply comments were timely filed by ELCON; Socal Edison; SMUD, the 
Metropolitan Watcr District of Southan We (Metropolitan); the California 
&XtlmkiCm; andw M. Trial M m d  s m  ne, h their 
many of the argmnents raised by SoCal Mson and others, in support of raising Socat 
Edison's ROE in this case, address issues which have no bearing on the issues ideutScd 
by the Commission m the September 17 Order. Trial staff further points out that other 

CO-tS, $lat 

"Tria~ staffdocs note, i~owever, that foUowing the close ofthe tccofd in this case, 
changes in the financial markets have occmed, which would justifL an increased ROE 
for SoCal Edison overthe figm advanced by trial d a t  hearing. SpeciGicalty, the 8.71 
percent return initially recommended by trial staff should be adjusted upward to 9.47 
percent, based on the updated data on which trial staffrelies and the same methodology 
previously utilized by trial W s  witness. 
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issues raised by these parties may have a bearing on other utilities or other hdustries, but 
have not been shown to have a btaring on the elcctridy market 
SoCal €%son, specifically. Trial staffalso takes issue with SoCal Edison's argument that 
the Califoxnia IS0 has no fhancid inccntiVe m :mximkbg the company's pmfb. Trial 
staff claims that this risk, if it existed, would atresdy be r e f l d  in investors' 
expectations. Metropolitan also asserts that thisrisk is wcrstabd and that it ovedooks 
drt many benefits waferred upan S O W  Edison as a d t  of its membership in the 
California ISO. 

California, or on 

The CaUornia commission also aisprrtts sd=al Edison's claim that it risksless 
notes that socal Edisan's growthinitsrtgulatedbusintss. Thccalif<#niaComnusswm 

own president has foncasted a substantial p w t h  m its senrice tmhy. The California 
Commission dso dispcs Socal Edisan's claim that a Gghcr ROE is nectssary in ordcr 
to furtfier cxpand &e -on grid, pomting to o&er cases approving lower ROES for 
utilities who are nonetheless pmsuing expansion projects. 

. .  

h its reply comments, Metropolitan urges the Commission to set SoCal Edison's 
ROE in this case based solely on SoCal Edison's electric tranSmissiOn business. 
Metropolitan also urges the C o ~ s s i O n  not to use the instant procteding to announce 
any ncw policieS regarding approPniate ROES far u t B k  who wltmtary join an RTO 
pursuant to order No. 2000. Metropolitan points out that because the Catifornia IS0 was 
not volmtady established, it does not fit &e new peradigm contemplated by Order No. 
2000. SMUD concurs with Metropolitan on this point. 

ELCON takes issue with EEI's conclusion that restructuring wiU enhance the risk 
on owners. ELCON asserts, to the con-, that restructured . .  

faceaby- 

longer be burdened by tht sihtmtd ' *assoctatcd * withgmtsation. 

trammission services, because they will be r e m  will confinzlc to qoalify for a fair 
ROE. ELON also states thidm arestmctmtd ~1viTonmCpt, tnmsmm - 'onownaswillno 

SoCal Edison's reply commtnts takt issue with thc confcntion that it is seeking a 
premium ROE as a reward for its hvingjained the catiforniil ISO. Socal Edison argues 
that the ROE it is seeking is fblly commensgatt with the risks it faces. Socal Edison 
also takes issue with those comments sddrtssing such issues as retail restructurbg, 
generation, dis t r i ion  and stranded cost rcmvery. Socal Edison asserts that the issue 
for review, pursuant to the scptember 17 Order, am not these issues, but the risk that 
California IS0 membership imposes on Socal Edison's trammission business. 

. 
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Jliscussion 

The mrd in this prwxediq was reoped fm the purpose of considering 
additional cVidence and arguments on ROE. As noted above, nbcmus comments were 
received, including the spbmissioa of revised w3F 
staff, and new DCF analyses submitted by SMUD aad PGM. These parks dtveioped 
their ROE recommendations using utha a DCF or a risk premium analysis or a 
combinab'on of the two. The DCF analyses submitted m the supplcmmtd tecord me 
similnrto both the DCFdyscs sabmitadby SoCal Edisondtrial staffinthe origiaal. 
proceeding and the DCF analysis adopted by the prtsidiag Judge. Each of these analyses 
relics on a weighted avenging of a short-term and a long-tam growth rate, and purports 
to compb with the C Q ~ ~ ~ S S ~ I ' S  two-sttp DCF methodol0gy, as set for& En Opinion No, 

by SoCaI Edison and trial 

396-B. 

The cammission, to datc, has not expressly addressed the difftring approaches 
taken in setting ROES for gas pipelines and far electric utilities. This proceedin& 
however, presents the Commission with its first oppdrmity to calculate an ROE for an 
electric utility company where the positions advocated by the parties, and the record 
evidence contains both short-term and long-term growth datu, Consistent with our latest 
fomuIation ofa two-step DCF methodology for naa~al gas pipeline companies. zs The 
issue presented here, &&ore, is whether the comrmssl 'on's paeferred DCF methodology 
for natural gas pipeline companies shoukl be applied, without variation, to an electric 
utility company, in place of the commission's standard, mutant growth DCF model, 
previously relied upon by the Commission m tal- an ROE for an electric utility 
company. 26 

As noted above, the Presiding Judge applied the two-step DCF model currently 
used by the Commission innatmat gas piptlinc cases, nasoning, among other things, that 

%e e.& note 10 mra. The Commission's p r e f d  approach in both gas 
pipeline and electric utility p m c d q s ,  - is to use a DCF methodology to calculate the 
ROE. As discussad below, however, tht two policies havc diverged in how they 
determine the appropriate growth rate used in the DCF model. 

uk % Southern California Edisoa Company, 56 FERC 161,003 (Opinion No. 
362), order on reh'g, 56 FERC 7 61,117 (1991) (Opinion No. 362-A); Connecticut Light 
& Power Co., 43 FERC 761,508 (1988), Jersey Central Power & Light Co., 77 FERC 11 
61,001 (lw, Southwestem Public S d c e  Co., 83 FJBC 161,138 (1998), Appalachian 
Power Co., 83 FERC 1 61,335 (1998) @malachian), and Consumers Energy Co., 
85 FERC 161,100 (1998). 
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the prectdents applicable under Nafural Gas Act ere qually applicable to a case decided 
under the Federal Power Act 21 Rather than adopting this approach, however, we believe 
that significant differtnces exist in the electric utility indushy and the naanal gas pipeline 
industry which warrant the continued use ofdif€'t growth rates in the DCF models for 
each. Accordbgly, we will not adopt &e Initial Decision's ROE of 9.68 peacent and the 
natmal gas pipehe company methodology on which it relies. Insttad, we wiil approve 
an ROE for SoCal Edison of 11-60 ptrcent, bastd on the Commission's standard constant 
growth DCF model, as applied below. Should chumstan ces in the industry change, in 
the futurt, we will rccvaluak our methodology, as naxssuy. 

In Opinion NO. 396-B, wc g a ~ e  four why the loq- tm growth of tht 
United States -my as a whole is a reaSOllzLble proxy for the lcmg-ttrm p w t h  rate of 
al l  firms, including regulated firms in the gas business. 
showed that as companies reach maturity over the long-tem, their p w t h  slows, and 
their growth rate will approach that of the economy as a whole. Second, it is reasonable 
to expect tha!, ova the long-run, a rtgulated firm will grow at the rate of the average firm ' 
in thc economy. Third, the purpose of using the DCF model appmvcd in Opinion No. 
396-B was to approximate the rate of retum an imnstw would reasonably cxpect fkom a 
pipeline~,andnoevidcncemthatrtcordindicateddratinvestorsrelieduponany 
of the altemativc long-tcim growth approaches suggested by the parties in that 
procetding. Fourth, each of the witnesses in Opinion No. 396-B used the long-term 
growth of the economy as a whole as confirmation or support for their analyses. 

First, the record in that case 

We find that our r a t i d e  m Opinion No. 396-B dots not support the use of GDP 
data in developing a growth rate estimate in this procaeding. Unlike the gas pipeline 
industry, which was nearly through with ma@ re- at the time we issued 
Opinion No. 3%-B, on June 11,1997, the clcctrk industry is just bcghing a signiscant 
new phase of its * Inpatticnlar, socal Edisonhad j u s t t q p  torestmcturc 
from a d c a U y m k i t y  when itmadc its filing in the instant procetding. 29 In 
addition, m contrast to the growth athates that underlay the two-step approach for gas 
pipelines, the current growth rate estimatts for Socal Edison arc not two to three times 

%itial DeCisoK 86 FERC at 65,141. 

%pinion No. 396479 FERC at 62,382-83, 

29SoCal Edison notes, moreover, that the transmission assets which are the subject 
of this pn>ct6din& were state-regulated assets, until only recently, earning an 11.6 
p e n t  ROE. & SoCd Edison's Brief Opposing Exceptions, at p.4. 
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greater than GDP. Moreover, the use of atwo-step approach in natural gas pipeline 
company cases is supparted by the fact that two large investment firms, M d  Lynch 
and PNdcstial S d m  use the long-tum growth of the economy as a whole in their 
analyses of gas pipeline companies. However, 
electric ntilitits diffctendy h m  all of the othcr industrial companies when estimating 

Securities indicates that it tmas 

growth rates. IS 

This distinCtion between the two industries is critical, because retained earnings 
are a key source of dividend growth. The higher payout ratios attributable to eiectric 

. %e. e.& Ozark Gas Transmission System, 68 FERC f 61,032 at 61,104-05 
(1994) (Ozmk) (growth estimattS ranging b m  8.81 percent to 15.2 percent and GDP 
estimates of 5.4 p e n t ) ;  williston Basin Interstate pipcline Company, 72 FERC 
7 61,074 at 61,387 (1995) (growth estimates ranging from 8 to 15 m t  and GDP 
estimates of 5.37 percent and 6.33 percenth and Opinion No. 414-4 84 FERC at 61,427- 
7cgrowth &mates ranging fhxn 8 percent to 15 paccnt and GDP tstimatCs of 5.45 
percent). By comparison, the DES growth estimate fix SoCd Edison is 5.87 percent. 
%trial staf€'sRcplycommentS, Att. D-1, atp. 1. GDP estimsttS range from 4.41 
percent to 5.2 percent Exh SCE-97, at pp. 5-7. 

"a IEXh. $2, Schedule 14, at pp. 1-4. 

%,al staf€'s Briefon Exceptions, atpp. 19-21. 

+rial stafF also points out tbat industrial companies, on average, had a payout 
ratio of 29 p<xctnt for thc 1994-9'7 and a f m  payout ratio of 24 percent for 
2002. Exh. S-2, Schedule No. 15, at p. 2. Gas pipelines had a payout ratio of 45 percent 
for the period 1993-97 and a forecasted payout ratio of 30 pcrcent for 2002. u., 
Schedule No. 13. 

" ~ e c t r k  uli&ks had an average payout d o  of 71 percent for the period 1993- 
97, and a forecasted payout ratio of 68 perCent for 2002. a- 
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I 

I 

utilities cause these com@cs to have significantly lower mpcctad dividend growth raws 
than most other industrial companies (including most grr pipeline companies). For 
example, the Itcord in this case indicates that while the intcnral p w t b  rate of gas 
pipelines averaged 6.05 percent from 1993 to 1997, md is projected to be 9.16 percent in 

same period, and is projected to be 3.86 percent in 2002. W%lc mention ranos for the 
electric utility industry, as a whole, are projtckd to incnrrr sli@ly. in drt future. as 
noted above, thc rate of retention is stilt significantly lower than the avenge gas pipeline 
company. For all these reasons, we find that it would be prtmabrrt. a! this time, to 
Encorporate GDP in the DCF model applicable to an electric utility company. 

200% the WWth O f  decbiC &CS 8- d y  2.5 1 PrCent over the 

Nor are we conyizlced that trial staffs proposed use of DRI d.u is a reliable SOIKCC 
for projecting growth, in this case, for SoCal Won. Trial Marguts that because the 
DRI data on which it relies is closely related to total rchan on common equity, it is both 
more appropriate than GDP for projecting dividend growth for d&c utilities and more 
likely to be used by investors. However, as the Presiding Judge found, DWs estimate of 
return on total capital may be depressed by its anticipated wrhof€k of stranded costs that 
are incorporattd into its forecasts. 36 ~ o n o v t r ,  trial staffhas not demonstrated that its 
DRI projection of growth in total capital cquatcs to the measure of "g" on which the DCF 
model relies, i.e., growth in dividends per share, as we discuss below. 

In the past, wc have consistently applied a one-step, constant growth DCF model 
for calculating ROES for electric utilities. Tbe DCF methodoktgy dctcrmbes the ROE by 
summing the dividend yield (with an adjustment for tbe quartedy payment of dividends) 
and arpecttd growth nrtt. The resulting fonnulr is D/P(l+.Sg) f g = k, where "DR" is 
&e dividend yidd, "g" is the sustainable growth tatt of dividends per share, and "k" is the 
resulting ROE. The sustainable growth rate is calculated by the following formula: g = br 
+ sv, whae "b" is the cxp=ted re-tcntlon ratio, "I" is the exptcttd tarned ratt of return on 
common equity, "s" is the perctnt of common equity expectd to bc issued annually as 
new common stock, and "v" is the equily accretion rate. 

Based on the evidence submitted by trial staff in its Initial Comments, we can 
calculate an ROE for SoCal Edison using this mestep, constant growth DCF 

35See id, Schedule Nos. 10 and 13. A company's 
as the product of its retention rate and its & rctum on equity. 

growth rate is computed 

Decision, 86 FERC at 65,142; See also Exh. SCE55, at p. 9. 

s?connecticut Light & Power Co., 45 E R C  7 61,370 at 62,161, n. 15. (1988). 
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methodology. We tun first to the growth rate, of "g." From Value Line's growth 
projections for S O U  Edison's parent company, Edison Inttmatiosral, a payout ratio c8n 
be cdcdattd by dividing f o d  dividends pa shan by forecasted aimhg~ per share. 
The payout ratio, for 1999, is 55.38 paccnt (based on \'due W 5  fbrrcrstt of dhideads 
per sham of $1.08, and earnings per share of SI .95); 52.68 paccnt for 2000 (bastd on 
Value Line's foncasts of dividends per share of $1 .OS. md e ~ u n g s  per share of 32-05). 
and 52.73 percent for 2003 (based OR Value Line's forecasts of dividmds per share of 
$1.16, and earnings per share of $220). The average forecasted payout d o  is 53.6 

46.40 percent 
pezccnt. comqucnw, theretentionratia, *" which ia 1 cninllsthc payaut ratia,is 

Value Line also forecasts a mtum on book VI)= for Edim Intanadonrl, the Ir" 
in the "W equation. For both 1999 and 2000, that rctum is expected to be 12.5 
perctnt. It is expected to be 1 1.5 percent for 2003. The average forecasted "r" is 12.17 
percent. Howcver, these are fonxastcd yt9t.-end returns which must be adjusted by the 
gtowtb in common equity for the period to dcrivc an average yearty rcturn. The average 
yearly return ("r") is thus 12.52 percent. u, 

Because Edison International is not issuing any new common stock, the external 
growth rate "sv," in the br+sv model, in this case, is zero. 

Consequently, "g" may be calculated as "b" (-4640) times "r" (.1252), for a 
forecasted growth rate of 5.81 percent. By CompariSon, the IBES growth forecast for 
Edison International is 5.87 percent. 99 Using both prbjections, we will b m e  the zone of 
rcasonablenss in this case by combining the average low dividend yield for the six- 
month period mdhg August 1999 (3.96 ptrcmt), with the low growth rate (5.81 percent) 
and the avenge high dividend yieid for this period (4.51 m t )  with the high growth 
rate (5.87 percerrt). 
Quarterly payments of diVidends, is 9.89 percent to 10.51 pacent, 

The resulting zone of masonable returns, as s d j d  for the 

uI IU 1998, SOW Edison's common equity ratio was 37.4 percen~ with total 
capital of $13.6 billion (the equity componenf was $5.1 billion). For 2003, Vaiue Line 
forecasts an equity ratio of 46 percent, with totd capid  of $14.8 billion (the equity 
component is $6.8 billion). Therefort, the growth in common equity ("G") is 5.9 percent. 
The adjustment factor -- 2(I+Gy(2+G) is 1.0287, which is applied to the year-end "P. 

3 ~ . r i a t  sws  niti id C O ~ C I I ~ S ,  ~ t t .  D, at p- 1. 

uADPaiachian, 83 E R C  at 62,350. 
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The Supreme Court has provided guidance in two often cited decisions regarding 
the mnse of allowed returns that may be pcIIllittcd in 1 particular case. In Blucficld 
Water W e  & -. v. Pub1 
Court stated that tbt rpprovcd mum W d  be - d y  & c h t  to assure 
confidence in the financial mmdncss of ?be Utility. .nd should be adequate, under 
efficient and economical maqpncat, to maintam rad support its credit, and enable it to 
mise the money ntcesury for tbc proper dischug of its public duties." '' In a 
subsequent case, FPC v. HoDt Nanaal Gas Co, 
on this issue: 

ic service . .  of west virpj0ia, 41 the 

the Court provided additional guidance 

From the investor or company pht of view, it is important that there be 
enough revenue not only for apaaang expenses but also for the capital 
costs of the business. These indude service on the debt and dividends on 
the stock.... By that standard the retun to the equity owner should be 
commensnrate with returns on invltstments in o k  enterprises having 
corrrsponding risks. The rem nzoreovtr, should be sufficient to assure 
confidence in the financial integrity of the enterprise, so as to maintain its 
credit and attract capital.t4] 

Applying these guidelines, we will measmt the zone of reasonable returns 
indicated by the above anidysk against a group of proxy compauies having corresponding 
risks. A number of alternative proxy groups were proposed in this case by SoCat Edison, 
trial stsff, SMUD, aad PG&E. In the original procetding and its Initial Comments, SoCal 
Edison relied on a proxy group of 13 companies with operating revenues of over $1 
billion, and a bond rating of "A" or "A+." In its Initial Comments, Socai Edison also 
developed an altaaatve proxy group, based on two criterk companies located in states 
in which electric restructuring is at a comparable level to SoCal Edison's own 
rcstmcturing, and companies having compamble bond ratings. Trial by contrasf 
chose its four-unnpany proxy group based an the following Criteria: (1) bond ratings of 
"AA-" to "A+"; (2) nuclear generation equal to at least 17 pcrcent of total gcnuation; (3) 

41262 US. 679 (1923) @luefidd). 

421d. - at 693. 

"320 US. 591 (1944) (Hope). 

- at 603. 

45s~cal Edison's alternative proxy p u p  consists OfAliegheny ~nergy I~c. ,  MDU 
Resources Group, New England Electric System, PG&E, Pacificorp, and Sempnr Energy. 



a Standard & Poors (UP) business profile of average ur above; (4) S3 billion or more in 
total revenues, for 1996; and (5) an exclusion of any utility involved in any merger 
activity. 

SMUD also calculated a zone of reasonableness based on a six company proxy 
group and the fotlowing seven criteria: (1 )  common stock a~bwly traded on the open 
market aad rcportcd m the Wall s- : (2) 80 pefc#rt of 1998 operating revenues 
derived from electric utility opcdons; (3) consistent finracial history 1-g fm at least 
the Isst five years; (4) the txclusioa of any utility invoJVtd in any mager activity or other 
sigdicant structraal changq (5) nuclear energy operations comprising less than 20 
perccnt of generation fuel bast; (6) Companjeo paying dividends far the last ten years; 
and (7) comparh~~ whox non-dity rcycnuc1 arc qual to 15 pcrccns or less, of total 
operajing revenues. PG&E dculatcd its proposed ROE d k b g  a group of natural gas 
local distribution companies as a proxy group. 

The Presiding Judge adopted t i a l  seaffs proxy group and we will do the same for 
the purpose of confirming our DCF analysis for Mal Edisoa As such, we will reject 
the proxy groups proposed by Socal Edison, SMUD, and PG&E. As noted by the 
Presiding Judge, SoCal Edison's 13 company proxy group is based on overly-broad 
selection Criteria without any emphasis on finding cumpanics that arc comparable in risk 
to SoCal Edisan. Socal Edison's &emative proxy group is a closer fit, however, it too 
lacks the detailed risk analysis of trial stafPs comparable p u p .  Several of the companies 
included by SMUD in its proxy group an insufficent in size relative to Socaf Edison. In 
addition, unlike SOW =son, five ofthe companies in SMUD's proxy group have no 
nuclear facilities. F i ,  we will reject PGBtEs proposed proxy goup, given the 
significant differences between the gas industry and the electric utility industry, as 
discussed above. 

Trial staffs proxy group, by contrast, includes COmpBfable risk companies that arc 
similar to Socal Edison m size, lmshcss pr0fi.k. a d  level of nuclcargenaation. 
Moreover, two of the four Companies in trial StaBPs pmxygroup are currentlyin a 
commission-approved Is0 - PG&E and &e (hns tew 'on Energy Group (the parent 
company of Bdtimorc Gas it Electric Company). Thus trial stafFs comparabIe group is 
the best proxy group to apply the standands enunciated in Bluefield and How. 

In calculating our comparison group ROE, we will use the same "br + sv" formula, 
applied above, and the same Value Line source material relied upon above to calculate 
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SOW Edison's individual zone of rtasonablcness. 96 In addition, we will corroborate the 
calculated growth rate With the forewttd IBES growth rate to set the hish and low end 
of thc tone of rcasonablcI1css. The results are summarized m the table below: 

-21- 

PGBtE 3.63 3.88 4.70 6.153 8.42 - 10.15 
Con~td- 5.63 6.16 4.10 3.85 9.59 - 10.39 
lation 

DUkC 3.74 4.14 7.60 8.13 11.48 - 12.44 
Southem 4.81 5.35 5.28 5.85 10.22 - 11 -36 

An adjustment to this data is appropriate m the case of PG&E's low-end retum of 
8.42 percent, which is comparable to the average MoOrys "A" grade public utility bond 
yield of 8.06 percent, for octobcr 1999. '' Becanst invtstWS generally cannot be 
expected to pur- stock if debt, which has less risk tban stock, yields essentially the 
same rettxn, tbis low cnd-retum cannot be considatd reliable in this case. Therefore, 
excluding this smgle outlier, the resulting zone of reasonableness for the comparable 
companies is 9.59 percent to 12.44 pexcent. The midpoint return is 1 1.02 percent. 

We will next consider where, within this zone of reasonable retunus, SoCal 
Edison's ROE should be set. In making this 
business and financial risks faced by Socal Edison relative to the o d  risks attributable 
to the appropriate proxygroup of comptmies. Asnoted above, a substanhal - bodyof 
evidence has been presented in this case arguing fol and against the relative riskiness of a 
utility t r a n s f e  its transnission assets to an BO. In addition, Socal Edison, trial s a  
and SMUD atkmptd to quanti@ the potesltial risks associated with SoCal Edisoa's 

. .  it is necessary to measure the 

%et - trial staffs Initial Comments, A# D-I, at pp. 12-15. 

47Both Constellation and Duke are forecasted to issue stock. 

48Exh. SCE-104, at p. 14 (contaiuing a corrtcfed forecasted growth rate of eight 
percent rather than 39 percent far the one analyst that was cxcludcd from trial staffs 
calculation). 

49E~. SCE-104, at p. 3 1. 
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%xh. SCE-102, at p. 18. 

"See - Consumers Energy Company, 85 FERC fl61,lOO at 61,364 (1998). 

52set Appalachian Power Company, 55 FERC f 61,509, order on reh'g, 57 FERC 
7 6 l , l O ~ l ) ,  order on reh'q, 58 FERC 1J 61,193 (1992). 

transfer of assets to the Califoraia SO. However, much of this evidence was disputed by 
one party or mother, or was speculative. In addition, much of the eVidence submitted by 
the parties m their laitial Comments and Reply CXmmmts wlts tied only taugentidly to 
S d d  Edim. 

Thc rewsed and updated DCF analyses submitkdby S O W  Edison, trial staffand 
SMUD reflect updated investor expectations for Socal Edison, which are based on more 
than a year's worth of opcrsting practice by the Wifbmia ISO. Given the d c t i n g  
evidence in this case on tbe iss\# ofrisk, we find tbat tbt updated financial data relied 
upon above is the bcstquantifiaMe measpIE of the investment COrmEIDILities' current risk 
assessment for SoCal Edison. 

SoCal Edison argues that its risks exceed those of tbe proxy group based, among 
other things, on the rating of the comparable group's senior secured Mrt. Except for two 
of thc five Southern Comparrry subsidiaries, which have the same S&P bond rating as 
SOC~I ~dison, the rcst ofthr: companies in this proxy group are rated "AA-". se SOC~I 
Edison's zone of reasonablclsess (9.89 - 10.51 percmt) places SoCal Edison at the lower 
end of &e zone of reasonableness of the compdle  Companies. This would be a 
reasonable result, ifsoCal Edison was less rislgr than the comparable companies. 
However, based on the higher bond ratings ofthe comparable &es, we find that 
Socal Edison is more risky than the CornpBTison group. Thcnfore, the appropriate ROE 
for SoCal Edisan should be above the midpoint of returns indicated for the comparison 
group. Therefor, we will establish SoCal Edisans ROE at tht midpoint of the upper half. 
ofthe zone ofmsmab~eness.  hat u)11c is 11.02 - 12.44 percent wi& a mimint of 
11-73. However, because this mtum exceeds Socsl Edison's own request, we will adjust 
the indicated retum downward to 11.60 percent. 

Use of U+ted Data 

B ~ C 4 p i t d m m t c t c M b d i t i o n s ~ c b a n g c ~ ~ b c t w t t n t h C t i m c t h t  
record doses md the date tbe conmss~ 'onissoesafizuild6cisiom,wcbaveconsistendy 
requid the use of updated data in setting a compaay's ROE.= Here, however, the re- 
opened record authorized by the September 17 order has permitted us to use cmrtnf data, 
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making any additional updates urine-. Consequently, SoCal Edison’s ROE will be 
set at 11.6 percent forthe pexiodtherateswant mto effect amdpmpexYivdy hmthe  
date of this order until socsl Edison fifes for a change m its transmission rates. 

F. Whethex the presidia% Judge Properly Dettrmiocd the Allocation of 
Administrative and General Expense and General and Intaogiilc Plant to, 
IS0 TnmsmisSion 

Jnitial Decision 

Thc Initial Decision found that trial M s  propwed use of labor cost ratios to 
allocate administrative and general (MG) and general and mtangible plant (G&I) 
expenses was consistent with the C o e i m ’ s  long-standing policy set forth in 
Minnesota Power and Linbt Corn- . 53 WI rejected SOM Edison’s altanabive 
proposal, which relied on a multi-fhtor allocator. The initial Decision noted that under 
SoCal &son’s proposal, A&G and G&l costs would be assigned to generation, IS0 
transmission, and non-IS0 business segments by grouping these costs into one of three 
cost attn’bution pools: direct, joint, or common. These costs would then be assigned to 
the appropriate business segment based on the athibution technique specific to that pool, 
with the stated objective of limiting the amounts to which general allocation formulas are 
applied. 

The Presiding Jlrdgt I+x&A this appraach based, in part, on the Connnission’s 
recent redZrmatioa of its long-staading use of labor ratios to allocate A&G and G&I 
expcnsw. 
advanced by Socal Edison and trial stafflead to different allocations, this Mefence 
alone does not prove that one method is sapepior to the other, nor did it satisfjl sd=al 
Edison’s burden of showing that the Commissicm*s &sting policy is unjust and 
umeaSonable and that its own proposat was just and reasonable. The Presiding Judge 
also found that Socal Edisonfaikdto supQoptits own allocation of its costs, and that the 
timing of ratc cases Mart this Comrmissian and the Calif” Commission and the 
restructuring of SoCal Edison’s fitciltics and sefvices did not support the rejection of 
labor ratios as the p r e f d  allocation methodology. 

The prtsiding Judge atso formd that while the ahnative allocation proposal 
. 

=4 FERC 61,268 (1978). 

%&id Decision, 86 FERC at 65,145, Citinq Podand G e n d  Electric Company, 
84 FERC 1 61,216, at p. 62,004 (1998) and Montana Power Company, 83 FERC 
161,211, atp. 61,935 (1998). 
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Exceptions were fitcd by SoCal Edison, m which So- Edison f t n t w s  the 
arguments presented at hearing coxuxmbg the d l e n e s ~  of ib psopsed ABG and 
G&I allocation methodology. In addition, SoCal Edison states that the Presiding Judge's 
~ m w o u l d r c s u l t m ~ m t ~ v u y o f i t s ~ l y i n c u m d  
transmission costs. socal Edison contends that the cslifornia cornmission assumed that 
these costs would be recovered in transntssr 'onrateswhtnthecalifontiacommtssr on 
designed socal Edison's ~ M c t i o d  rttaif rates, socal Edison collchtdes that 
these costs would be rmfecoyered due solely to the transfer ofjuxisdiction over retail 
transmission fium the C a I i f d  commissian to this Comrmssr - -mnSnttingmane 
denial of its lcgitimatclymcmred costs. 

. .  

Trial staffopposes SoCal Edison's exceptions, reiterating its arguments presented 
at hearing. The Califbrnia Cammission submitted comments stating that SoCal Edison's 
allegation that the UILfecOvtrtd costs at issue would "fau hugh the pisdictional 
cf8cks" is misleading. The califamia comrmsst * 'on states that S d  Edison filed for and 
received aresohxtion actionhm the California commission giving Socal Edison the 
opportunity to present evidence to the CaIifOnria Commission in order to recover these 
costs. 

Discussions 

We will a f f h  the Initial Decision. The majority of the arguments raised by 
SoCal Edison on exccptianswcrepresdcd at hearing and wcrc properfy disposed of in 
the Initial Decision. We also find that the Presiding Judge properly applied the 
Commission's existing policy for allocating A&G and G&I costs. In addition, the 
Calif" Commissionb made clear in its CQIPmfnts that SoCal Edison has the 
opporhmity, if it so chooses, to seek state jurisdictional review and potential rtcovery of 
any non-transms * sion costs subject to the catifornin Commission's juzisdiction. Given 
this opportunity, we find that SoCal Edison's claimed inability to rccovcr its legitimately 
incurred costs, due to changes in jmisdidjon, is tdoundcd. 

G. WhctherthePrcsidingJudgeproperfy~ ed that SoCal Edison's Projected 
1998 A&G Expenses Should be Rejected m favor of &e 1997 Recorded A&G 
Amounts, as Ad- 

Initial Decision 

The Initial Decision rejected SoCal Edison's 1998, Period I1 test year forecasts to 
calculate its A&G expenses, adopting instead the California Commission's 
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recommendation, which was based on socsl Edison's 1997 Fonn No. I A&G data, with 
an adjustment to account for its divested oil and gas plants. in support of his holding, the 
Presiding Judge cited Commission precedent for the pro sition that Period I1 
adjustments may tx bas4 on more rccent sctual d~ta. 3- Rtsiding also found 
that the use of this data was appropriate in this case given Wal Edison's rnbuctuing 
and bccause SoCal Edison's Period II projections wen poorly founded. 

SoCal Edison and trial stafffiled cxctptioL1s. SoCal Edison cites Commission 
policy for the PropositiOn that a ntility's test year projections must bc acceptcd if f w d  to 
be reasonab1e when made, and bere is no evidence that it d l  produce mmwnablc 
rcsults. * S O W  Edison mguts that the single fact that its 1998 Period n estimate and its 
I997 data vary does not demonshate that its test period estirnate WBS mreasonable when 
made. Moreover, Socal Edison points out that its projected 1998 ABtG expense level 
was based on a significant redudon in its I995 A&G expeases and was a reasonable 
projection of the cost reductions it anticipated. 

Trial staffargues that no showing was made in tbis cast that use of SoCat Edison's 
1997 actual costs arc repmcntative of the costs that willbe m d b y  Socal Edison 
during the rate-effedw period and tbat these costs, in any event, would have to be 
adjusted to d c c t  fuanc operations. Trial staff also objects to the miXing of data fiom 
d B " t  years for use of Period II data 

The CaHomia Commission opposes these exceptions, citing record evidence 
showing that SoCal Edison knew when they filed their 1998 Period II estimate that (1) 
staf'hg xxxhctim duxmsed tficir A&G costs by S70 million as rtcofded in 1997 Form 
No. 1 data, (2) drat the costs of& terminated programs should be removed fiom the 
M G  projdoq and (3) that use of inflation5ebtcd cdatcus was not accurate given 
the multi-year Pdormauce Based Rate (PBR) c o s t ~ r n e a s u r e s  Socal Edison had 
committed to hold consbut Because Socat Edison failed to incorgwatC these known 
changes into their projtCtion, the California Commission supports tbe Prtsiding Judge's 

"Initid Decision, 86 FERC at 65,176, citinq Cleveland Electric Illuminating 
Company, 28 FERC 1 63,089 (1 984) (Cleveland Electrid, aff'd in relevant ~ 4 ~ t t ,  32 FERC 
161,381 at 61,858 (1985); Sombtm California Edison Company, 56 FERC 7 61,003, at 
61,021-24 (1991)- 

%oCal Edison's Brief on Exceptions, at p. 58, citing Delmiuva Powex & Light 
Company, 24 FERC 161,199 at 61,453 (1983). 
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finding that the estimates were not reasonable when made. In addition, the California 
Commission refutts SoCd Edison's inttrprttation of the case law. stating that in 
Cleveland Electric a d . .  werc made to the historic data because that was the only 
data 8vBilBblc at the time, as opposed to this case what 1997 Form SO. 1 data is 
available. 

"The locked-in period was the result of the Commission's ruling in &!$, 85 
FERC at 61,459-65, in which the Commission granted market-based rate authority to all 
entities providing ancillary services in &e State of California, based on our dttmnination 
tbat cost-based bid caps in the ancillary services market were restricting supplies to these 
markets. 

Discussion 

None of the exceptions warrant revershg drc presiding Judge's determination in 
this proceeding that Socal Edison's Pcriod II esthate is unjust and unttasonable. The 
Presiding Judge's r#tsoning that the RSC of 1997 adjusted Form No. 1 dah is more likely 
to yield just and reasonable nsults than SoCal Edison's poorly urpporrcd P a i d  If 
estimates is wcll-suppod by the record evidence The approach adopted by the 
Presiding Judge is acceptable m this situation because of the unique facts of this case. As 
noted by the prtsiding Judge, SoCal Edison &astically restmctumd and downsized its 
previous utility operaticms, divested substantial genedon assets and turned ova its 
transmission facilities to the ISO. Their escalation of 1995 A&G data in this procedng 
was u n d  given the cost cutting incentives undtr the PBR when Socal Edison 
made its test year projections. As noted by the presiding fudge, So Cal Edison has the 
burden of showing that its projections were reasonable when made, but it has not done so. 
Given the unique facts of this case we will affirm the Initial Decision. 

H. Whether the Presiding Judge Properly Dctcrmincd the kvel of SOCd 
Edison's Cost-Based Ancillary Services Rates for the Locked-fn Period, 
April 1,1998 -November 2,1998 

Initial Decision 

The Initial Decision f d  that SoCal Edison's propostd cost-based bid caps for 
four ancillary sewices for the locked-in period Appil 1,1998 through November 2,1998 

propostdby SoCal Edisoq but ratheron Socal Edison's hydro ~~wources, as proposed by 
trial s e .  The Presiding Judge h r t k  found that SoCal Edison's proposed bid caps 

s7 shaald w be w athe cost ofsocal ~dison" oil d ~ S S  gcaeration BS 
. 



Docket Nos. ER97-2355-000, @A. -27- 

should be based on a trial M s t u d y  of 1997 FERC Form I data for its Hoover and Big 
Creek costs. 

The bid caps cstabliskd tbe maximum amount SoC3 Edison scnrld bid in tbc ISOs 
ancillary service snadms during the period that the cost-based rate were in effect. SoCd 
Edison's filing states that thesc proposed rates were an mknm measure to conhn~c their 
existing mcillaxy d c t s  rates until the CO~RPMY COmpIctcd the market study required 
for filing far market-bad ancillary service ram. * 

In support of its ruling, the Initial k i i m  noted trial SWS contention that 
because thest facilities were divested dwkg the period that the proposed anci l la~~ Service 
bid caps were in cffkct. thc ntt should k based on Socd Edison's ranabhg h y h  
units. Even thoagh Socal Edison owned oil and gas-W generation facilities through 
part of June 1998, trial M m a h i n d  that Socat Edison did nut USL: these units for 
ancillary senricts dtning any part of &e l ockd in  periad. Only trial staEobjected to the 
continued use of SoCal Edison's ratcs, maintaining that Socal Edison's bid caps were in 
excess of the a d  costs of the units that provided the services during the locked-in 
period. 

On exceptions, SoCal Edison argues that its proposed ancillary services bid caps 
are significantly M o w  the levels that the commission found to be just and fea~onable in 
AES. and arc othuwise fully cost-jpstified. In particular, SOW Edison notes that some 
of the ancillary services it provided during the relevant time period did in factrely on 
SoCal Edison's oil.. and gas-fkd units. Moreover, Socal Edison qucs that its anciilazy 
services salts are subject to the Commission's policy regding off-systcm sales, as 
enunciatedin Jll.inois Power Co- 59 which permits pricing flexibility not necessarily 
tied to tht actual guumtingresomceuscdto provide the service at issue. 

In addition, SoCal Edison takes exception to various methods and calculations of 
cost used by trial stat€ to determine altmative a n c i h y  Sayjce rates based exclusively 
on SoCal Edison's individual hydro units. SoCal Edison maintab that its proposed 
ancillary services bid caps are below costs that it experiences in providing ancillary 
seryices from its hydro nsomces. 

58 SoCd Edimn's Transmittal Letter at 18, tl. 5. 

5957 FERC 161,213 at 61,699 (1991) (Jllinois Power). 
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Discussion 

We find that the Presiding Judge's rejection of Mal Edison's cost-based ancillary 
services bid caps, for the locktd-in paiod, is in m. F i i  we agree w i t h  SoCal Edison 
&at its proposed bid caps arc cost-justified and consistent with our ruling in UIinois 
power. The reasonableness of these ma. moreover. u confinned by mal SWS own 
andysis, which would support a Illaximum rate wtll above SoCd Mson's proposed bid 
caps. 60 

We reject trial staffs contention that andlary service bid caps must reflect thc 
actual costs of tbe individual unit supplying the ancillairy service at the tknt of sale. The 
ISO's ancillary xrviccr market is based on an & mechznism in which suppliers 
submit hourly bids that arc put in merit order, with the marJcct clearing price paid to all 
bidders who are selected. As a result, during the locked-in period, all units which 
provide ancillary services for that hour fcctive the market clearing price capped at their 
respective cost-based bid caps. This &et clearing mechanism does not cornport with 
the theory trial staff espouses for tracking the exact costs of the actual generating unit 
used to supply a particular senrice. 

Given the circumstances of this case and the state of the Is0 ancillary services 
markets during the lockd-in period, we reject the prtsiding fudge's finding that trial 
staffs ancillary Service bid caps arc rcpresentativC of the ceiling costs of these serviccs 
during the locked-m perid For the reasons discusd above, we approve SoCal Edison's 
proposed ancillary service bid caps, as filed. 

The cornmiss ion orders: 

(A) The Initial Decision is hereby vacatedinprrrt, affirm& in part, and rcvefsed 
in part, as discussed m thebody ofthis arder. 

(B) The motioILs to intenme filed by EEI, ELCON, MI, and the IS0 
Participants are hereby granted, as Ctiscussad in the body of this order. 

6o Trial staffcalculated the unit-by-unit costs for SoCal Edison's hydro g m d o n  
remumes, resulting iu B maximum Capacity charge dS26.02/MW/hr. & Exhibit S 4 ,  at 
16-18 and Exh. S8). In co- SoCal Edison's propostd ancillary services bid caps 
ranged &om $4.47/Mwlhr to $9.55/MW/hr. 
Sheet Nos. 74 through 78. 

TO Tariffand DA Tariffat Original, 
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(C) SoCal Edison is hereby directed to fi.4 within 45 days of h e  datc of this 
order, a compliance filing addressing those matters d i d  bercin. However, i f a  
request for rehearing is pending at tht end of .the 45 day puiod, the ~ ~ m p h n c e  %g 
dud1 bc made within 15 days of thc tiate such rehearing is disposedof by the 
Commission. 

By the Commission. 

( S E A L )  

David P. Boer&s, 
SeCrerary. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

ARIZONA WATER COMPANY 

Rebuttal Testimony of 

Thomas M. Zepp 

INTRODUCTION, SUMMARY AND CONCLUSIONS 

PLEASE STATE YOUR NAME. 

Thomas M. Zepp. 

DID YOU PREPARE DIRECT TESTIMONY ON BEHALF OF ARIZONA WATER 

COMPANY IN THIS CASE? 

Yes, I provided testimony on the cost of equity. 

WHAT IS THE PURPOSE OF THIS TESTIMONY? 

Arizona Water Company (“Arizona Water“ or “the Company”) asked me to review 

and to respond as appropriate to the April 18, 2005 testimony of Mr. Alejandrc 

Ramirez on behalf of the Arizona Corporation Commission (“ACC” 01 

“Commission”) Staff and the April 20, 2005 testimony of Mr. William A. Rigsby or 

behalf of the Residential Utility Consumer Office (“RUCO”). 

HOW IS YOUR TESTIMONY ORGANIZED? 

is section of my testimony, I provide an overview of the important cost 01 

equity issues in this case and summarize my conclusions. 

In Section I I ,  I present a discussion that puts Mr. Ramirez’s anc 

Mr. Rigsby’s testimonies in perspective. I show the recommended returns or 

equity (“ROEs”) made by both Mr. Ramirez and Mr. Rigsby are unreasonably low 

when compared to past ACC decisions, past ACC Staff testimony in 2003 

currently earned and authorized ROEs for other water utilities, and ROEs that arc 

produced with the methods used by the Federal Energy Regulatory Commissior 

(“FERC”) and the California PUC (“CPUC) Staff. 

c 
1 
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In Section Ill, I respond to Mr. Ramirez’s equity cost estimates. I put 

Mr. Ramirez’s quotation from one of Professor Siegel’s tables in perspective and 

explain why the expected return on equity (“ROE”) for an average risk common 

stock is over 12%. I update his DCF historical growth rate estimates with data for 

2004 and show his constant growth DCF equity cost estimates increase if the 

conceptually correct measures of growth are adopted to make the estimates. 

Next, I restate Mr. Ramirez’s multi-stage DCF model by incorporating a second 

stage that recognizes investors would expect higher future growth after a period in 

which dividends per share (“DPS”) grow more slowly than earnings per share 

(“EPS”) before growth equaled GDP growth. I also restate Mr. Ramiret’s CAPM 

analysis using estimates of long-term Treasury rates expected when Arizona’s 

new rates will be in place, discuss problems with the method he uses to determine 

a “current” market risk premium estimate and present a current market risk 

premium estimate that is based on a more appropriate approach. Combined, 

these updates and conceptually correct data increase Mr. Ramirez’s average cost 

of equity estimate for the water utilities sample to 10.6%. Because Arizona Water 

is more risky than the water utilities sample, it requires an ROE that is at least 50 

basis point higher. I also respond to Mr. Ramirez’s criticisms of the FERC and 

California PUC models I relied upon to determine benchmark equity cost 

estimates in my direct testimony. 

In Section IV, I respond to Mr. Rigsby’s equity cost estimates. I restate 

his DCF equity cost estimates with forward-looking estimates of the stock 

financing rate (“s”) Mr. Rigsby reports in his tables and an estimate of “v” in “vs” 

growth based on Mr. Rigsby’s data and find his DCF sample indicates the 

benchmark cost of equity is 10.9%. 1 also restate his CAPM approach with the 

correct concepts and available forecasts of long-term Treasury rates and find his 

CAPM equity cost is 11 .O%. Again, because Arizona Water is more risky than the 

water utilities sample, it requires an ROE that is at least 50 basis point higher. 

I.UZATECASEE’G%-WESTERN GROUPWEBWITAL TESTIMONWEPWI~oS13o5.ooc 3 
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Q. 

A. 

Q. 

A. 

DO YOU SPONSOR ANY SCHEDULES AND EXHIBITS TO ACCOMPANY 

THIS REBUTTAL TESTIMONY? 

Yes. I sponsor 17 rebuttal tables, which are attached to this testimony. 

PLEASE PROVIDE AN OVERVIEW OF THE IMPORTANT COST OF EQUITY 

ISSUES IN THIS CASE. 

Mr. Kennedy calculates that the difference between my recommended ROE anc 

the ACC Staff recommendation accounts for approximately 30% of the difference 

in revenue requirements in this case. See Rebuffal Tesfimony of Ralph J 

Kennedy (“Kennedy Rb.”) at 6-7. The appropriate ROE for Arizona Water is E 

significant issue in this case. 

Second, known facts are in conflict with the negative ROE adjustmenl 

proposed by Mr. Ramirez. As Mr. Kennedy explains, the market cost of Arizona 

Water‘s Series K bond issue compared to the costs of bo.nds.for the water utilities 

sample provides clear support for a positive, not negative, risk premium. The 

negative ROE adjustment should have never been proposed. Once risks faced 

by Arizona Water that are not faced by the water utilities sample are taken into 

account, the positive risk premium is at least 50 basis points. 

Third, I provide data below that show the 9.3% ROE Mr. Ramirez estimates 

for his water utilities sample, the ROE for Arizona Water proposed by Mr. Ramirez 

of 9.1%, and the ROE of 9.44% for Arizona Water proposed by Mr. Rigsby are 

woefully inadequate. The U. S. Supreme Court says a fair rate of return should 

be commensurate with returns expected to be earned by enterprises having 

comparable risk and adequate for a utility to be able to attract capital. The 

evidence I provide shows the ACC Staff and RUCO ROE recommendations 

will do just the opposite - they will discourage investment instead of attracting il 

and certainly are too low to be comparable to returns expected to be earned by 

other equally risky investments. 



out-of-period adjustments. This constraint on rate setting in Arizona increases the 

risk that Arizona Water will make its authorized ROE and makes it even more 

important that the Commission recognize returns other utilities can expect to earn. 

PLEASE SUMMARIZE YOUR TESTIMONY. 

I find the following: 

1. Arizona Water requires a minimum 50 basis point risk premium to 
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water utilities falls in a range of 11.2% to 11 -5%. Arizona Water requires a highe 

return because it is more risky. 

5. Updates of data and restatements of Mr. Ramirez’s DCF approache 

indicate the cost of equity for the water utilities sample is 90 basis points highe 

than was estimated by Mr. Ramirez. Those equity cost estimates would be eve 

higher if the FERC models are used to make DCF equity cost estimates instead o 

the models relied upon by ACC Staff. 

6. CAPM estimates should be based on long-term Treasury rate forecast 

and a more stable method of predicting the current market risk premium. Makin 

those changes increases Mr. Ramirez’s CAPM equity cost estimates from 9.2% t 

10.9%. See Rebuttal Table 72. 
.. 

7. Averages of the restatements of Mr. Ramirez’s DCF and CAPM equi 

cost estimates increase the estimated cost of equity for a benchmark water utili 

from 9.3% to 10.6%. See Rebuttal Table 72. 

8. The method Mr. Ramirez used to adjust downward his ROE estimate fo 

the water utilities sample to a lower recommended ROE for Arizona Wate 

requires estimates of market values, of equity ratios, and estimates of betas 

Neither is available for Arizona Water and thus the foundation to make th 

adjustment does not exist and the adjustment should never have been proposed. 

9. The method Mr. Ramirez used to adjust downward a ROE estimate fo 

the water utilities sample to a lower recommended ROE for Arizona Water ignore 

available evidence. If any type of adjustment to the estimated ROE for the wate 

utilities sample should be made when estimating the cost of equity for Arizon 

Water, the ROE for Arizona Water should be increased to recognize it has a cos 

for its Series K bonds that exceeds the cost of bonds for the sample water utilities 

U . ~ A T E C A S ~ - W E S T E W  GROVPWEBUTTAL rrsnMoM\rwwtw-~ims.m 
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PERSPECTIVE ON MR. RAMIREZ'S AND MR. RIGSBY'S RECOMMENDED - ROES. 
II. 

Q. 

4. 

PLEASE PUT MR. RAMIREZ'S AND MR. RIGSBY'S ESTIMATES OF EQUITY 

COSTS IN PERSPECTIVE. 

In its Hope and Bluefield decisions, the U. S. Supreme Court set forth three critical 

standards for a fair rate of return. That return should (1) allow a utility to attract 

capital, (2) be commensurate with returns on investments in other enterprises with 

corresponding risks, and (3) assure confidence in the financial integrity of the 

enterprise. Mr. Ramirez and Mr. Rigsby make equity cost recommendations of 

9.1% and 9.44%, respectively. Even without consideration of how those equity 

costs were determined, it is clear they are unreasonably low and do not meet the 

three critical standards of the U. S. Supreme Court. Those recommended ROEs 

are unreasonably low when compared to (1) currently authorized ROEs for other 

water utilities, (2) currently earned ROEs by those same utilities, (3) past ACC 

decisions, (4) ACC Staff testimony in two 2003 cases for water utilities, (5) ROEs 

that are produced with the methods used by the Federal Energy Regulatory 

and smaller utilities have betas closer to 1.0 than the beta for the water utilitie 

sample even though the smaller water utilities are less leveraged. 

I O .  Current forecasts of Treasury securities rates and the data i 

Mr. Ramirez's Schedule AXR-8 indicate the cost of equity for a benchmark wate 

utility falls in a range of 10.4% to 10.6%. See Rebuffal Table 72. 

11. Basing Mr. Rigsby's DCF equity cost estimate on data he collected, 

instead of his personal opinion, and actual "vs" growth increases his DCF equi 

cost estimate to 10.9%. 

12. If conceptually correct long-term Treasury bonds are used to revise 

Mr. Rigsby's CAPM equity cost estimate, the indicated cost of equity is 11 .O%. 
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HOW DO ACC STAFF’S AND RUCO’S RECOMMENDED RETURNS ON 

EQUITY COMPARE TO AUTHORIZED RETURNS ON EQUITY FOR THE 

WATER UTILITIES IN MR. RAMIREZ’S SAMPLE? 

They are significantly lower. Rebuttal Table 1 reports authorized ROEs for the six 

utilities in Mr. Ramirez’s water utilities sample. The three water utilities Mr. Rigsby 

relies upon to determine his equity cost estimates are included in that sample. 

Table 1 shows that the utilities in Mr. Ramirez’s sample have authorized returns 

on equity in a range of 9.7% to 12.7%’ that average 10.4% - an ROE that is 13C 

basis points higher than Mr. Ramirez’s recommendation and 700 basis point 

higher than Mr. Rigsby’s recommendation. A 10.4% ROE understates the cost of 

equity for Arizona Water because the Company is more risky than the sample 

water utilities. 

The authorized ROEs are expected to provide a conservative measure of 

the current cost of equity for the water utilities sample. Some of them are the 

result of settlements. It has been my experience that ROEs agreed to in 

settlements of water utility cases are the result of parties agreeing to a lower ROE 

in exchange for the water utility prevailing on an issue that is less well understood 

by the public. Thus, to the extent that the reported ROEs in Rebuttal Table 1 are 

the result of settlements, they probably understate the cost of equity, 

B. The Staff’s and RUCO’s Recommendations Are Less Than Actual 

Returns on Eauitv. 
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1. 

1. 

Commission (“FERC”) to determine DCF equity costs and (6) ROEs determined 

with the risk premium approach adopted by the California PUC (“CPUC) Staff. 

A. The ACC Staffs and RUCO’s Recommendations Are Less Than 

Cu rrentlv Authorized Returns. 



I 6 

HOW DO MR. RAMIREZ’S AND MR. RIGSBY’S RECOMMENDED ROES 

COMPARE TO ACTUAL ROES BEING EARNED BY WATER UTILITIES? 

Rebuttal Table 1 also shows that the ROEs recommended by Mr. Ramirez and 

Mr. Rigsby are much lower than the ROEs currently being earned by the water 

utilities sample. If regulators provide rates and rate adjustment mechanisms that 

give utilities a reasonable opportunity to earn their authorized ROEs, on average, 

earned ROEs should also provide an indicator of what is a fair ROE. Recently, 

however, the water utilities sample companies have been unable to earn their 

authorized ROEs. But leaving that issue aside, Rebuttal Table 1 shows the 

average of earned ROEs in 2004 for the ACC Staff water utilities sample was 

10.0%, an ROE above both RUCO’s and ACC Staffs recommendations. 

Because interest rates have increased since 2003 and 2004 and the water utilities 

have, on average, not made their authorized ROEs, 10% understates the fair rate 

of return for the water utilities sample and is even further below the fair rate of 

return for Arizona Water because it is more risky than the sample. One of the 

three critical tests of a fair ROE established by the U. S. Supreme Court is the 

return should be commensurate with returns on investments in other enterprises 

with corresponding risks. Mr. Rigsby’s and Mr. Ramirez’s recommended ROEs 

are well below what the benchmark water utilities are authorized to earn as well 

as what they have actually earned, and thus are not commensurate with returns 

on investments in other enterprises with corresponding risks. 

a 

WHAT IS SHOWN IN REBUTTAL TABLE 2 1  

Mr. Ramirez has sponsored methods developed by former members of the ACC 

Staff to estimate costs of equity that produce much lower ROEs than the methods 

being used by the Commission prior to 2001. Rebuttal Table 2 is a restatement 
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3. 

9. 

of Table 14 of my Direct Testimony but with ROEs based on the average risl 

premium found from past ACC decisions and current (as of March 24, 2005 wher 

Mr. Ramirez gathered data for his testimony) and forecasted IO-year Treasuy 

rates (see Rebuttal Table 3). Based on the current forecast of the IO-yea 

Treasury rate, the ROE determined with the risk premium consistent with pas 

Commission decisions is 10.7%. Given more stringent state and federa 

regulations than those that existed prior to 2001 and added risks that stem fron 

uncertain recovery of unavoidable purchased water and purchased power costs ir 

its Eastern Group, uncertain recovery of costs to treat arsenic, greater uncertaint 

of selling water with an inverted-tier rate design instead of flat or declining-tier ratt 

design, fewer potential purchasers of Arizona Water bonds, and limited financia 

flexibility, if anything, an ROE consistent with past ACC decisions provides a floo 

under ROEs that should be set today. .. 

I explain below why I believe it is inappropriate to rely on current interes 

rates to determine the ROE for Arizona Water when new rates will not go intc 

effect until late 2005. This is particularly a concern when it is well known tha 

interest rates have been increasing and that investors expect them to continue tc 

increase. But even if the IO-year Treasury rate relied upon by Mr. Ramirez in hi: 

testimony is considered, the ROE consistent with the average risk premium ir 

past ACC decisions indicates the benchmark cost of equity is 10.0%, a far cq 

from the unreasonable equity cost estimate for his water utility sample made b] 

Mr. Ramirez of 9.3%, Mr. Ramirez’s recommendation of 9.1% and RUCO’: 

recommendation of 9.44%. 

HOW DOES MR. RAMIREZ’S EQUITY COST ESTIMATE FOR HIS WATEF 

UTILITIES SAMPLE COMPARE TO ACC STAFF’S EQUITY COST ESTIMATE5 

IN 20037 

It is much lower. ACC Staff estimated benchmark equity costs in 2003 in Arizon: 

Water Company’s last case (W-01445A-02-0619, dated July 8, 2003) and ii 
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1 Arizona-American Water Company’s last case (WS-01303A-02-0867, dateu 

September 5, 2003) for the same water utilities sample used by Mr. Ramirez an 

for a sample of gas utilities. The beta estimate (the sole measure of risk used b 

ACC Staff) for the gas utility sample was .69 in the prior cases, virtually the Sam 

as the .68 beta Mr. Ramirez now estimates for his water utilities sample. AC 

Staff estimated the benchmark cost of equity for that utility sample was 10.3%, 

when the average of 5-, 7-, and IO-year Treasury securities rates was only 3.3%. 

In the current Arizona Water case, Mr. Ramirez reports the average rate for those 

same Treasury securities is 4.5% (Direct Testimony of Alejandro Ramire 

(“Ramirez Dt.”), at 27, n. 9 and Schedule AXR-8) - 120 basis points higher. But, 

instead of estimating an ROE for the benchmark utilities sample that is highe 

than 10.3%, he estimates the cost of equity is 100 basis points lower. Clearly, 

something is wrong with the methods ACC Staff is currently using. 

In the last Arizona Water and Arizona-American cases, ACC Staff also 

estimated benchmark equity costs with the same water utilities sample being used 

by Mr. Ramirez in this case. Since the time the 2003 ACC Staff testimony w 

prepared, there have been increases in beta risk, from .59 to .68, as well as th 

120 basis point increase in Treasury rates. 

Arizona-American Water Company rate cases, ACC Staff estimated a benchmar 

ROE for the water utilities sample of 9.2%, when the beta risk was -59 and the 

average of Treasury security interest rates Staff relied upon to develop that equi 

cost was 3.3%. The increase in the intermediate-term Treasury rates alone would 

justify an increase in the recommended ROE of 120 basis points. Also, the beta 

relied upon by Mr. Ramirez has increased from .59 to .68. That change in the 

beta together with the long-horizon market risk premium of 7.6% relied upon b 

Mr. Ramirez (see Schedule AXR-8) would justify an additional increase in th 

recommended ROE 68 basis points. Based on these two changes, the indicated 

cost of equity should also be substantially above 10.3%. 

In the 2003 Arizona Water and 

WTECAS~-WESTERN GROUP\REBUIW.L r r s n M m w - s i m  wc 11 
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I 1 These results make no sense and raise a red flag. Something is wrong 

with the ACC Staff approach when that approach produces cost of equity 

estimates that do not reflect increases in interest rates and increases in ACC 

Staffs only measure of risk, i.e., beta. It is apparent the methods chosen by 

Mr. Ramirez are intended to depress the cost of equity. I return to this below 

when I examine problems with Mr. Ramirez’s implementation of the CAPM and 

DCF models. 

I 2 

I 3 

DID MR. RAMIREZ OR MR. RIGSBY RECONCILE THEIR VERY LOW ROE 

RECOMMENDATIONS WITH EQUITY COSTS DETERMINED WITH THE FERC 

DCF APPROACH? 

No. Rebuttal Tables 5 and 6 are the FERC I-step and FERC 2-step equity 

cost estimation approaches based on prices, dividends, and long-term growth 

rates presented in Mr. Ramirez’s work papers and schedules. Rebuttal Table 4 

compares Value Line estimates of future EPS growth for the water utilities 

sample, projected estimates of EPS growth reported by Mr. Ramirez in 

Schedule AXR-3, and EPS growth from 2005 to 2008 determined from data in 

Mr. Ramirez’s work papers. To be conservative, I have used the estimate of 

growth for 2005-2008, which has an average of 8.3%, in the I-Step and 2-Step 

equity cost estimates I present in Rebuttal Tables 5 and 6 rather than the average 

growth of 14.3% Mr. Ramirez relies upon in his analyses or the average of Value 

Line forecasts of 9.5%. 

Rebuttal Table 5 is the FERC I-step method based on data presented by 

Mr. Ramirez. Column (a) presents the spot dividend yields Mr. Ramirez used in 

his analysis. Column (b) shows the spot dividend yields increased by one-half the 

average of growth rates. Column (c) presents estimates of sustainable (br+vs) 
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4. 
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growth (which ACC Staff calls intrinsic growth) for each of the utilities 

Mr. Ramirez reported an average projected value of intrinsic growth of 8.5% 

based on data for 3 of the 6 water utilities in his sample (Schedule AXR-4, colu 

(9). tn making my estimates of sustainable growth for the utilities that do not ha 

projected br growth rates, I have used the ACC Staff approach and assumed eac 

will have growth equal to the average br reported by Mr. Ramirez in Schedul 

AXR-4, column [c], but I have adjusted upward those br growth rate estimate 

with the formula used by the FERC.‘ I have added Mr. Ramirez’s estimates of v 

growth to the revised estimates of br growth to determine the growth rates i 

column (c) of Rebuttal Table 5. Column (d) presents the conservative estimate 

of projected EPS growth reported in Rebuttal Table 4. The growth estimates I 

have used have an average of 8.3% and are lower than Mr. Ramirez’s averag 

growth rate estimate of 14.3%. 
i 

Equity cost estimates presented in column (e) and (9 of Rebuttal Table 5 

are based on the l-step method used by the FERC, but with the spot prices AC 

Staff contends should be used in a DCF analysis. The FERC, in contra 

believes a 6-month average of dividend yields is appropriate. The range of equi 

costs is 10.2% to 12.8% and the overall average is 11.5%. This average equi 

cost is 220 basis points higher than Mr. Ramirez’s equity cost estimate for the 

water utilities sample of 9.3% and 206 basis points above Mr. Rigsby’s 

recommendation. 

PLEASE TURN TO THE FERC 2STEP METHOD. 

The FERC 2-step method applied to Mr. Ramirez’s data is presented in Rebuttal 

Table 6. I discussed the way the FERC implements this multi-stage DCF analysis 

on pages 35 to 38 of my direct testimony and thus only summarize what is done. 

FERC determines an average of near-term growth and long-term growth that i 

It is appropriate to increase Mr. Ramirez’s ”br” growth rates (as the FERC does) to recognize that Value 
ine reports ROES based on year-end equity. 
vu\TECASEWO~WESTE~ GRWP\REBUTTAL TESllMONWPPVINACOS13M.WC 13 
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long-term growth rate. 1 have correctly used the arithmetic average of GDP 

growth of 6.8%, calculated from the data relied on by Mr. Ramirez, in my analysis. 

Mr. Ramirez incorrectly uses the geometric average, which lowers the growth 

rate. The geometric average would be correct only when future annual growth will 

be exact/y the same in every future year. Since that is not realistic, the arithmetic 

average growth rate must be used. This arithmetic average growth rate assumes 

that growth in the future will vary from year-to-year as it has in the past. 

The FERC bases near-term growth on EPS growth, not DPS growth, and 

assumes near-term growth will continue for more than 4 years (the assumption 

made by Mr. Ramirez in his multi-stage DCF analysis). The FERC appropriately 

recognizes that growth in earnings allows dividend payments to grow, and bases 

a larger portion of the growth rate estimate on company-specific information and 

less on the terminal GDP growth rate. Based on this FERC approach and using 

Mr. Ramirez's data, the indicated cost of equity is 11.2% at this time. 

HOW DOES THE INDICATED EQUITY COST RANGE DETERMINED WITH 

THE FERC DCF METHODS COMPARE TO THE EQUITY COSTS PRESENTED 

BY ACC STAFF AND RUCO? 

The indicated ROE range based on the FERC I-Step and 2-Step methods and 

data presented by Mr. Ramirez indicates the cost of equity for the water utilities 

sample falls in a range of 11.2% to 11 5%. Even without recognizing the higher 

risk of Arizona Water, this equity cost range validates the reasonableness of my 

recommended ROE of 11.25% for Arizona Water. Conversely, this equity cost 

range demonstrates that the benchmark cost of equity estimates presented by 

ACC Staff and RUCO are well below the current cost of equity for their respective 

sample water utilities. 

1. 

4. 
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Q. 

4. 

Q. 

4. 

Ill. 

2- 
4. 

HAVE EITHER ACC STAFF OR RUCO PRESENTED ANY EVIDENCE THA 

THEFERCDOESNOTUSETHEAPPROACHESYOUPRESENTEDINYOUF 

DIRECT TESTIMONY? 

No. 

HAVE ACC STAFF OR RUCO PRESENTED ANY EVIDENCE THAT EITHEF 

FERC METHOD PRODUCES BIASED OR INAPPROPRIATE ESTIMATES 01 

EQUITY COSTS? 

No. Mr. Ramirez presents some testimony he inherited from former ACC Staf 

employees that questions the use of forecasted EPS growth in the DCF model. 

respond to that testimony below. More importantly, Mr. Ramirez was unable tc 

explain why the methods and assumptions he uses in his testimony product 

equity costs so much lower than equity costs produced with the methods used b! 

the federal agency responsible for setting rates for the interstate transmission an( 

sale of gas and electricity. Mr. Rigsby does not challenge the FERC approaches 

either. 

RESPONSE TO ACC STAFF TESTIMONY 

A. Overview. 

PLEASE PROVIDE AN OVERVIEW OF YOUR RESPONSES TO ACC STAFF. 

I respond to six specific concerns I have identified with Mr. Ramirez's testimony 

Initially, I put his reference to Professor Siegel's book in perspective and explair 

why the table he relies upon in Professor Siegel's book does not support ai 

expected ROE for an average risk security of no more than 9.7%. Next, I addres! 

his constant growth DCF model. I update his historical EPS and DPS growtl 

rates with data ending in 2004, replace his projected EPS and DPS growth rate! 

from 2003 to 2008 with more appropriate projections for the period 2005 to 2008 

and recalculate his constant growth DCF estimate. Third, I restate his multi-stag( 

DCF model by incorporating a second stage that recognizes investors woulc 
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7. 

1. 

expect higher future growth after a period in which DPS grow more slowly that 

EPS before growth equaled GDP growth. Fourth, I address his CAPM analysis. 

provide an explanation why long-term Treasury securities are a more appropriatt 

measure of the risk-free rate than intermediate-term Treasury securities reliec 

upon by ACC Staff. I also point out that interest rates have increased, art 

expected to continue increasing and are expected to be higher when Arizon; 

Water’s new rates go into effect in late 2005. Given this knowledge, it i! 

inappropriate to base the cost of equity on “stale” interest rates. I also provide i 

more realistic estimate of the current market risk premium. Fifth, I explain why i 

negative ROE adjustment ignores known facts and should never be considered 

Sixth, I respond to his rebuttal of my testimony and his comments about the 

California PUC’s risk premium approach. 

B. Average Market Returns on Common Stock Have Historicallv 

Exceeded 12%. 

AT PAGE 9 OF HIS TESTIMONY, MR. RAMIREZ CONTENDS THAl 

HISTORICAL AVERAGE RETURNS REPORTED IN PROFESSOR SEIGELY 

BOOK SUGGEST INVESTORS SHOULD NOT EXPECT AN AVERAGE RISh 

STOCK TO PROVIDE MORE THAN A 9.7 PERCENT RETURN. PLEASE PU1 

THAT CLAIM IN PERSPECTIVE. 

Certainly. First, this contention by Mr. Ramirez i! 

equivalent to a “sound bite” on the evening news that leaves out the substance o 

the evidence in Professor Siegel’s book. Table 1-1 of Professor Siegel’s boo1 

shows common stocks have provided an arithmetic average return for averagt 

risk stocks of 12.2% for the period 1926 to 2001 and for more recent periods o 

1946-2001 and 1982-2001 the average market returns were 12.8% and 15.0% fo 

average risk stocks, respectively. These returns are in line with lbbotsoi 

Associates, the leading producer and supplier of data for the period dating back tc 

I have two responses. 
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2. 

1926. lbbotson Associates’ data shows that returns for the 1926-2004 period 

have averaged 12.4%. 

Professors at Yale2 have also studied the long-term average returns 

common stocks. Based on their studies, one can make three importa 

observations that put Professor Siegel’s data in perspective. First, quali 

financial data is not available before 1926. We are fortunate that scholars ha 

done the laborious work that was required to construct the data starting in 1926 

that is maintained by the Center for Research in Security Prices (“CRSP”). I used 

that data to analyze risk and returns of common stocks when I was on the Staff o 

the Oregon Public Utility Commissioner. Many others, such as lbbotson 

Associates, rely on the CRSP data to prepare the analyses of stock returns tha 

we see in the financial press. It will take a tremendous effort to gather comparable 

quality data for the earlier years. Second, in the earlier years, dividends were 

much larger component of stock returns than were capital gains. During many 

the earlier years, stock prices remained relatively stable, suggesting manageme 

maintained a ceiling on stock prices by paying out most of the earnings as 

dividends. But unfortunately, collection of the dividend data for all stocks in th 

1800’s may not be possible and thus estimates of stock returns may be 

incomplete. Even if there is a concerted effort to gather the dividend data, it m 

not be possible and methods may have to be developed to approximate mark 

returns that occurred. Third, the types of industries and thus investment return 

expectations were different in the 1800’s than in 2005. In the earlier period, 

generally growth was not the goal of management and earnings were paid out a 

dividends. As a result, we should give little weight to the earlier data. 

IS THE DATA FROM 1926 TO 2004 THAT YOU HAVE RELIED UPON T 

ESTIMATE EQUITY COSTS MORE RELEVANT TO THE DETERMINATION OF 

I 
Ibbotson, Goetzmann and Ling of Yale have worked on these studies. See lbbotson Associates, 2005 

iBB/ Yearbook, Chapter 11. 
17 U7AlECASEuoM WESTERN GROuP\RE0WlAL lESTlMONyuEPp\FiWACOS(JOS.DOC 
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A. 

Q. 

4. 

ARIZONA WATER’S EQUITY COST THAN THE 9.7 PERCENT RETUR 

BASED ON DATA FROM 1802 TO 2001 THAT MR. RAMIREZ REPORTS? 

Yes, it is. Not only were things different prior to 1926, but we should be intereste 

in what investors think potential growth and returns are in today’s financia 

markets when we estimate costs of equity, not what occurred in the 1800s. Give 

that an average-risk company has historically a return on its common equity i 

excess of 12% over the past 75 years, an ROE of 11.25% for Arizona Water i 

hard I y unreason able. 

C. Restatement of Staff’s Constant Growth DCF Equity Cost Estimates. 

PLEASE DISCUSS YOUR RESTATEMENT OF MR. RAMIREZ’S CONSTAN 

GROWTH DCF EQUITY COST ESTIMATES. 

I have made four restatements of Mr. Ramirez’s constant growth DCF model. 

First, I have based projected growth rates for EPS and DPS on data Mr. Rami 

reports for 2005 to 2008. This change reduces the average forecast 

future EPS growth to 8.3% from 14.3% that Mr. Ramirez calculated for the period 

2003-2008. Mr. Ramirez’s estimate overstates a reasonable estimate of long 

term future EPS growth for American States of 22.7% because it is based on 

unusually low earnings for that company in 2003. See Rebuttal Table 4. 

revision provides a more reasorrable average projection of 8.3% EPS growth 

the sample. I also based the DPS projections on data in Mr. Ramirez’s w 

papers for the 2005-2008 period instead of the period 2003-2008. This revisi 

increases the projected DPS growth from 3.3% to 3.7%. See Rebuttal Table 7. 

Second, I updated historical growth rate estimates Mr. Ramirez presente 

in Schedule AXR-3 for EPS and DPS with data ending in 2004 instead of 2003 

This update increases the estimate of past EPS growth from 1.5% to 5.6% bu 

leaves the estimate of past DPS growth unchanged at 2.6%. See Rebuttal 

7. 
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Third, I have used the method advocated by the FERC to adjust estimates 

of "br" growth to reflect the fact that the ROES relied upon by Mr. Ramirez were 

computed by Value Line using year-end equity. This adjustment increases the 

average estimate of projected "bf  growth from 5.3% to 5.5% and thus also 

increases Mr. Ramirez's estimates of br+vs growth from 8.5% to 8.7%. See 

Rebuttal Table 8. 

WHAT IS YOUR FOURTH RESTATEMENT? 

My fourth restatement is to base the estimate of future growth used in the 

constant growth DCF model on only the three forward-looking estimates of 

growth. 

I disagree with the inclusion of the forward-looking estimate of DPS growth 

in this average because the growth rate in the constant growth DCF analysis 

should be an estimate of long-term sustainable growth. RUCO's cost of capital 

witness, Mr. Rigsby, also uses sustainable growth in his DCF model. When EPS 

is growing much faster than DPS-as it is at this time-the long-term sustainable 

growth is undeniably higher than expected near-term DPS growth. But because 

Mr. Ramirez has included DPS growth in his analysis, I have included it in my 

restatement of his numbers. Rebuttal Table 9 shows that average of forward- 

looking growth rates is 6.9%.3 That growth rate is 180 basis points lower than the 

average of forward-looking estimates of DPS, EPS and intrinsic growth 

determined by Mr. Ramirez of 8.7% in Schedule AXR-6. I have explained at 

length in my direct testimony why only forward-looking estimates of growth should 

be relied upon to make DCF equity cost estimates and do not repeat that 

testimony again. 

WHAT IS YOUR ESTIMATE OF THE WATER UTILITIES SAMPLE COST OF 

EQUITY USING RESTATED DATA PRESENTED BY MR. RAMIREZ? 
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4. 

1. 

That growth rate would be 8.5% if the forward-looking estimate of DPS growth were not included. 
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The estimate is 10.1%. It is found by adding together the dividend yield (D1/Po) 

derived from Mr. Ramirez’s work papers of 3.3% with the forward-looking growth 

rate estimate of 6.9%, as shown in Rebuttal Table 11 (the 10.1% is based on the 

numbers prior to rounding). If I had simply adopted the average of Mr. Ramirez’s 

estimates of forward-looking growth of 8.7%, the constant growth DCF equity cost 

estimate would be 12.0% (3.3% + 8.7%). 
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TURN TO YOUR RESTATEMENT OF MR. RAMIREZ’S MULTI-PERIOD DCF 

ANALYSIS. WHERE DO YOU PRESENT THAT RESTATEMENT? 

It is presented in Rebuttal Table I O .  In making this analysis I have adopted the 

prices and dividends reported by Mr. Ramirez and assume initial growth comes 

from DPS growth relied on by Mr. Ramirez in Schedule AXR-7. Investors relying 

on Value Line, however, would expect growth after 2007 to improve. During the 

period 2005 to 2007, earnings are expected to grow faster than dividends, 

retention ratios would increase and potential future growth would increase. 

Investors may expect that higher potential growth in this second stage would be 

the br+vs growth estimated by Mr. Ramirez for the period 2007-2009. Based on 

Mr. Ramirez’s numbers (corrected for year-end equity being used to compute “br“ 

growth), on average, growth after 2007 could be sustained at 8.7%. In effect, in 

my restatement of Mr. Ramirez’s analysis in Schedule AXR-7, I assume the 

expected potential growth in 2007-2009 would continue for a few more years after 

2009. See Rebuttal Table 10. Mr. Ramirez, however, ignores this potential 

growth and thus severely biases downward the estimate of average growth the 

utilities are expected to achieve and thus the equity cost estimates. For my 

restatement of Mr. Ramirez’s analysis, I allow for a period of 10 years of this 

higher potential sustainable growth before assuming - as does Mr. Ramirez - that 

A. 

P. 

4. 

D. Restatement of ACC Staffs Multi-Period DCF EquitV Cost Estimates. 
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Q. 

A. 

Q. 

A. 

growth reverts to expected growth in GDP. With this revision of Mr. Ramirez’: 

Schedule AXR-7, the estimated equity cost increases from 9.5% to 10.3%. 

E. 

HAVE YOU ALSO RESTATED MR. RAMIREZ’S CAPM ESTIMATES? 

Yes, I have. In making my restatements of his CAPM estimates, I have used thf 

Restatement of ACC Staffs CAPM Estimates. 

more recent data published in lbbotson Associates 2005 SBBl Yearbook, basec 

my restatements on long-term Treasury rates instead of intermediate-tern 

Treasury rates relied upon by ACC Staff, and rely on forecasted estimates o 

interest rates. 

ACC STAFF REFERS TO A BOOK WRITTEN BY REILLY AND BROWN TC 

SUPPORT USING INTERMEDIATE-TERM TREASURY SECURITIES FOR THE 

RISK-FREE RATE. DOES THE REILLY AND BROWN BOOK SUPPORT Suck 

A CHOICE? 

No. ACC Staff says that Reilly and Brown contend that investors havc 

approximately intermediate-term holding periods and thus it is appropriate to USE 

intermediate-term Treasury securities as the measure of the risk-free rate (“RF”) 

The holding period of the investor, however, has nothing to do with the propel 

choice of the length of the Treasury security. Whether the investor has ar 

expected holding period of one day or an expected holding period of 10 years i5 

not the issue. Common stocks do not have lives of one day or 10 years. Thc 

best available forecast of the life of a common stock is that it will continue to exis 

forever. Therefore, if the investor has a holding period of 10 years, he/she mus 

take into account that the stock will continue to exist after he/she sells it at the enc 

of the ten-year period. Consequently, the expected price he/she receives for thc 

stock when it is sold (a major part of hidher holding period return) will depend or 

the future value of cash flows generated by that stock after it has been sold 

lbbotson Associates provide a very clear explanation of this issue: 
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a. 
4. 

The horizon of the chosen Treasury security should match the 

horizon of whatever is being valued. When valuing a business that 

is being treated as a going concern, the appropriate Treasury 

security should be that of a long-term Treasury bond. Note that 

the horizon is a function of the investment, not the investor. If 

the investor plans to hold a stock in a company for only five years, 

the yield on a five-year Treasury note would not be appropriate 

since the company will continue to exist beyond those five years. 

Companies are entities that generally have no defined life span; 

when determining a company’s value, it is important to use a long- 

term discount rate because the life of the company is assumed to 

be infinite. 

I bbotson Associates, SBBl Valuation Edition, 2005 Yearbook, pages 57 

and 73 (emphasis added). 

WHY IS THIS AN IMPORTANT ISSUE? 

It is important because empirical tests of the CAPM show the tradeoff betweei 

beta risk and required returns is flatter than is indicated by using intermediate 

term or short-term Treasury  rate^.^ If the more appropriate measure of the risk 

free rate - RF - is adopted, all stocks will have costs of equity estimates closer tc 

the cost of equity for an average risk stock. Utility stocks generally have beta: 

less than 1 .O, and thus estimates of the cost of equity for such less-than-average 

risk stocks will be understated if intermediate-term Treasury rates (or, ‘as in thc 

case of RUCO, short-term Treasury rates) are used in the CAPM analysis. 

SHOULD FORECASTS OF INTEREST RATES BE ADOPTED TO ESTlMATf 

CAPM EQUITY COSTS? 

The empirical evidence indicates that long-term Treasury rates also understate the correct value for the 
:F. But, to be conservative, I adopt long-term Treasury rates for my analysis. 
RATECASEGm4-WESlERN GROUP\REBUTTAL lESnMONnzEPffIN&C5~~.DOC 2: 
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A. Yes, for two reasons. First, available evidence presented by the ACC Staff ii 

2003 show interest rate forecasts are not biased. At page 49 of the ACC Stal 

direct testimony in Docket No. WS-01303A-02-0867, Staff witness Joel Reike 

presented Chart 4 that compared Blue Chip Financial Forecasts consensu! 

forecasts of Aaa corporate bond rates to actual rates for the period 1999 to 2003 

The data underlying the chart are provided below: 

Year Proiected Rate Actual Rate Difference 
1999 6.9% 7.05% -0.15% 
2000 6.80% 7.62% -0.82% 
2001 6.60% 7.08% -0.48% 
2002 6.60% 6.49% 0.11% 
2003 6.60% 5.94% 0.66% 

These data show that in three years the projected Blue Chip interest rates werf 

lower than actual rates and in the other two years projected rates were highe 

than subsequently occurred. On average the Blue Chip projections of future rate: 

were slightly below the rates that actually occurred. This evidence provide: 

strong support for the consensus forecasts being unbiased, and certainly no 

working against the interests of ratepayers. 

Second, interest rates that should be relied upon to determine Arizon: 

Water’s cost of equity should be interest rates expected during the period in whict 

new tariffs will be in effect. Relying on ”actual” market interest rates for March 24 

2005 does not solve the problem of uncertainty about what the interest rates wil 

be in late 2005 or in 2006, when Arizona Water‘s new rates will be put in place 

As a result, the quotation Mr. Ramirez offers at page 50 of his direct testimon) 

from Jacob and Pettit cannot be a criticism of my choice to use DRI, Value Linc 

and Blue Chip consensus forecasts of Treasury rates. 

In Mr. Ramirez’s CAPM testimony, he adopted actual rates instead o 

The following simplifiec forecasts of those rates to make CAPM estimates. 

explanation of 5-year interest rates illustrates the problem: 
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1. 

2. 

5-year 

Year 1 2 3  4 5 Average 

Interest rate for one year 1% 4% 4% 4% 4% 3.4% 

In my illustration, the reported 5-year interest rate (also the average of five one 

year interest rates) is 3.4%, but in four out of the five years after year 1, tht 

interest rate is 4%. The relevant rate to determine a cost of money when settin! 

rates that will not be effective until year 2 is not 3.4%, but is 4%. Forecasts o 

interest rates or “forward rates” (that back out the first year rate) could be used tc 

provide the relevant interest rate for the period in which Arizona’s new tariffs wil 

be established, but forecasts of the interest rates in future periods serve the samf 

purpose. In effect, DRl, Value Line and Blue Chip forecasts reflect pure forecast: 

of the rates after the 2005 short-term rates are history. With interest rate: 

currently very low, compared with interest rates over the past several decades 

the chance future rates will be higher than rates today is much better than tht 

chance they will be lower. As a result, the forecasted rates should be used. 

HAVE YOU RESTATED THE LONG-HORIZON AVERAGE MARKET RISB 

PREMIUM RELIED UPON BY MR. RAMIREZ? 

Yes, I have. The long-horizon average market risk premium (“MRP”) should bc 

consistent with the choice of the measure for RF. Since it is more appropriate tc 

base RF on the long-term Treasury rate than intermediate-term Treasury rates,! 

the long-horizon MRP should also be based on the difference between commor 

stock returns and the income from long-term Treasury bonds. This long-horizor 

MRP is 7.2% (Ibbotson Associates, 2005 SBBl Yearbook, Table 9-1). 

WHAT IS YOUR COST OF EQUITY ESTIMATE MADE WITH YOUR FIRS1 

RESTATEMENT OF MR. RAMIREZ’S CAPM ESTIMATES? 

As stated in footnote 4, empirical tests of the CAPM indicate long-term Treasury rates understate the true 
alue required for RF, thus my equity cost estimates determined with the CAPM are conservatively low. 

2L 
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A. 

Q. 

A. 

Q. 
4. 

Q. 

4. 

The cost of equity estimate is 10.7%. It is found as follows: 

Equitycost = RF + p x MRP 

10.7% - 5.8% + .68 x 7.2% - 
See Rebuffal Table 72. 

DO YOU HAVE ANY CONCERNS WITH THE METHOD MR. RAMIREZ HA! 

USED TO ESTIMATE HIS “CURRENT” MARKET RISK PREMIUM? 

Yes. This method is extremely unstable and should not be used to set utility rate 

on a going-forward basis. Between the, time Mr. Ramirez prepared his testimon 

and April 29, for example, this method indicates the “current” market risk premiun 

(“MRP”) increased from 6.5% to 8.4%. In fact, during the period from October S 

2002 to April 29, 2005, Mr. Ramirez’s method indicates the MRP has fluctuatec 

befween 5.9% and 78.2%! In effect, Mr. Ramirez is claiming the current MRP ii 

almost as low as it has been during the last three years. 

IS THERE A MORE RELIABLE WAY TO ESTIMATE THE CURRENT MRP? 

Yes. Table 11 reports DCF equity cost estimates and expected MRPs fron 

forward-looking data Value Line has presented in 25 different studies of it 

Industrial Composite for the period 1987 to 2005. The Value Line Industriz 

Composite is based on a wide cross-section of companies and thus is expected t( 

reflect required returns for an average risk company. These data show tha 

although the overall average MRP for the period 1987-2004 was 6.9% (and thu 

below the past long-term average of 7.2%), data for the most recent five-year, ten 

year, and fifteen-year periods indicate the current required MRP is no less tha 

7.8%. These more recent data suggest investors currently require a highe 

market risk premium than the long-term average MRP of 7.2%. 

WHAT IS MR. RAMIREZ’S CAPM EQUITY COST ESTIMATE BASED ON THI 

LONG-TERM TREASURY RATE AND YOUR CONSERVATIVE ESTIMATE 01 

THE CURRENT MRP? 

It is 1 1.1 %. it is found as follows: 
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4. 

1. 

I. 

Equitycost = RF + f3 x MRP 

5.8% + -68 x 7.8% - 11.1% - 
See Rebuttal Table 12. 

F. Summary of Restatements of Mr. Ramirez’s Equity Cost Estimates. 

HAVE YOU PREPARED A RESTATED VERSION OF MR. RAMIREZ’S 

SCHEDULE AXR-8, WITH THE CORRECTIONS YOU HAVE DISCUSSED? 

Yes, I have. It is Rebuttal Table 12. My restatements indicate his DCF equio 

cost estimates for the water utilities sample is 10.2%, his CAPM equity cost for the 

water utilities sample is 10.9% and the overall average cost of equity for the watei 

utilities sample is 10.6%. 

G. A Negative ROE Adiustment Should Never Be Considered. 

DO YOU HAVE ANY OTHER CONCERNS WITH HIS APPLICATION OF CAPM 

CONCEPTS TO DETERMINE HIS RECOMMENDED ROE FOR ARIZONA 

WATER? 

Yes. At page 33, Mr. Ramirez mentions an extension of the CAPM methodology 

developed by Professor Hamada that might support a negative adjustment tc 

Arizona Water‘s ROE of approximately 60 basis points. That would result in a 

cost of equity of only 8.7% - well below actual and authorized ROES. But, to be 

conservative, he recommends a reduction in Arizona Water’s recommended ROE 

of 20 basis points. 

I have reviewed the basis for this calculation in Mr. Ramirez’s work papers. 

For this adjustment to have validity, three factors must be true (but are not): 

(1) Arizona Water must not have issued its Series K bonds at a cost thal 

exceeded the cost of bonds for the water utilities sample (but it did), 

(2) Arizona Water‘s risks that I have identified must not have any impaci 

on its beta (but they do), 

\RATECASEUCWJVESTERN GROUPWEBUTTAL r r s n M o w w W t ~ o 5 i m s . m  26 
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A. 

(3) Investors care only about beta risk when they determine risk and thi 

required return for Arizona Water's equity. (but this is not true). 

WHY ARE ARIZONA WATER'S SERIES K BONDS IMPORTANT? 

The Series K bonds provide known market informatioh that shows a negativ( 

ROE adjustment for Arizona Water should never be considered. During Arizonl 

Water's last rate case, evidence was submitted that showed Arizona Water wa 

more risky than the water utilities sample even though it had lower leverage (deb1 

than the water utilities sample. Five of, the six water utilities in the water utilitie 

sample have bond ratings by S&P or Moody's of "A" or "AA." SJW Corp does nc 

have a bond rating.6 After a six month search for someone to buy its Series I 

bonds, Arizona Water issued the bonds at a cost that was 37 basis points highe 

than the cost of A-rated bonds at the time the Series K bonds were issued and 4! 

basis points higher than the cost of AA-rated bonds at the time of issue, eve1 

though the Company had a higher equity ratio. The implication of the cost of thir 

bond issue is that Arizona Water-for whatever reason-requires a higher equit 

return than the cost of equity for a sample of A-rated and AA-rated water utilities 

Basic finance principles tell us that a utility's cost of equity is higher than its cost o 

debt. Mr. Ramirez has ignored this obvious, known market information. It show 

there is absolutely no foundation for the negative ROE reduction adjustment hc 

makes. If anything, this known market information for the Company indicate! 

Arizona Water has a beta that is closer to 1.0 than the beta for the water utilitier 

sample (even though it is less leveraged) and corroborates the need to givc 

Arizona Water a risk premium to offset the Company being more risky than thc 

water utilities sample. This evidence alone supports a risk premium of no les 

than 37 to 49 basis points. Undeniably, Arizona Water requires a higher ROI 

' Five of the six water utilities have bond ratings of A, A2, A+ or AA+. Only SJW Corp does not have a 
oond rating. 
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Q. 

A. 

Q. 

4. 

because it has business risk that more than offsets the reduction in financial risl 

that occurs as leverage is reduced. 

TURN TO YOUR SECOND POINT. DO THE RISKS YOU HAVE IDENTIFIEC 

INCREASE THE BETA FOR ARIZONA WATER? 

Yes. Mr. Ramirez does not have a beta estimate for Arizona Water because it i s  

not known. I expect, however, a number of the risks I identified in my direc 

testimony increase the (unmeasured) beta risk of Arizona Water. In order to avoic 

addressing the added risk faced by Arizona Water, at page 3641 of his testimony 

Mr. Ramirez categorized the risks I identified as “unique” risk that he assumec 

could be diversified away. I do not agree. When regulatory procedures reduce 

expected cash flows or make cash flows more uncertain, I expect the beta 

increases. While I do not agree that beta risk is the only risk of relevance tc 

investors, the risks I have identified are certainly expected to increase Arizona 

Water’s beta risk. 

IS THERE MARKET INFORMATION OTHER THAN THE COST OF THE 

SERIES K BOND ISSUE THAT SUPPORTS A POSITIVE RISK PREMIUM FOR 

ARIZONA WATER EVEN THOUGH IT IS LESS LEVERAGED THAN THE 

WATER UTILITIES SAMPLE? 

Yes. There are at least three separate pieces of information. First, Professor 

Roll has explained that smaller, less frequently traded stocks-such as small 

water utility stocks-have higher betas than are estimated with weekly data (as is 

done by Value Line).7 In my article (“Utility Stocks and the Size Effect - 
Revisited,” The Quarferly Review of Economics and Finance, Vol. 43, Issue 3 

(Autumn 2003) 578-582), I found that to be the case for small water utilities. 

Richard Roil “A Possible Explanation of the Small Firm Effect,” Journal of Finance, Vol XXXVl, Nop. 4, 
September 1981). Subsequently, Marc Reinganum “A Direct Test of Roll’s Conjecture on the Firm Size 
Iffect,” Journal of Finance, Vol. XXXVII, No. 1 (March 1982) found that even after accounting for the 
iegative bias in beta estimates, part of the small firm effect remained. 

28 
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Table 1 in the article reported that if an average beta estimate for smaller watE 

utilities (Connecticut Water Service, Middlesex Water and SJW Corp) were mad 

with data that had longer intervals, the average beta estimate increased from .4 

(made with weekly data) to .78 (made with pooled annual data). Mr. Ramire 

reports an average Value Line beta of .62 for these three water utilities when thl 

beta is estimated with weekly returns. Based on my prior analysis, I expect that 

longer time intervals for the data were used to estimate the average beta for thesl 

smaller water utilities, the average beta for Connecticut Water Service, Middleser 

and SJW Corp would be no less than .788. I expect Arizona Water has a bet( 

higher than .68 even though it is less leveraged than the water utilities sample. 

Second, studies made by lbbotson Associates have found that companie 

in the Micro-cap category-such as Arizona Water would be if it were valued at i 

market price lower or comparable to publicly traded water utilities-have highe 

average betas than do companies in the Low-Cap size category-companies thc 

size of the water utilities  ample.^ This information is readily available data anc 

shows smaller companies are expected to have higher betas than the companie 

the size of the water utilities sample. 

Third, a now classic study of companies in 12 different industries by Scoi 

and Martin found that "smaller equity ratios (higher leverage use) are general1 

associated with larger companies." (David Scott, Jr. and John Martin, "Industr 

Influence on Financial Structure," Financial Management (Spring 1975), page 70: 

At the time of my study, the average Value Line beta for the three smaller water utilities was .47. Since 
the average Value Line beta is now .62, I expect the beta estimated with longer time interval data would 
$so be higher than .78. 

lbbotson Associates define a Micro-Cap company as one with less than $505 million in market 
capitalization, a Low-Cap company is one with between $505 million and $1,608 million of market 
capitalization. The water utilities sample has a market capitalization of approximately $700 million and 
thus would fall into the Low-cap category. At any reasonable market valuation of Arizona Water equity, it 
would have a value below $500 million. lbbotson Associates estimate beta with different statistical 
methods and data. In all cases, the average betas for the Low-cap companies are smaller than the betas 
for the Micro-cap group of companies. 
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3. 

4. 

a. 

\. 

The Scott and Martin study is consistent with smaller firms offsetting the highei 

business risk of being small with lower leverage. 

HAS THE COMMISSION REJECTED SUCH A NEGATIVE ROE ADJUSTMENI 

FOR ARIZONA WATER IN THE PAST? 

Yes, it has. ACC Staff proposed such a negative reduction to Arizona Water‘s 

ROE in Arizona Water’s last case. In Decision No. 66849, Docket W-01445A-02- 

061 9, the Commission rejected the proposed negative adjustment. This 

unsupported negative ROE adjustment should be rejected again and a positive 

risk premium of no less than 50 basis points should be adopted. 

H. Responses To Mr. Ramirez’s Criticisms of the FERC DCF Methods and 
the California PUC Risk Premium Methods. 

I 

TESTIMONY. IN THAT TESTIMONY, DOES HE PROVIDE ANY 

THAT THE METHODS TO ESTIMATE THE COST OF EQUITY 

AT PAGES 34 TO 54, MR. RAMIREZ RESPONDS TO YOUR DIREC 

I FERC AND THE CALIFORNIA PUC ARE FLAWED? 

No. At page 35, he just dismisses them by saying I “failed to demonstrate that the 

approaches taken by both the FERC and the CPUC staff are superior to the one 

used by Staff.” That statement is simply not true. In my direct testimony and 

above, I have shown that when the DCF methods used by the FERC and ris 

premium approaches adopted by the CPUC Staff are applied to data for wate 

utilities, the equity cost estimates are consistent with equity cost determination 

made by regulators in other states and ACC decisions prior to 2001 (Le., before 

ACC Staff changed its methods of determining equity costs). I believe that resul 

does indeed support a conclusion that the FERC methods are superior to the 

methods Mr. Ramirez has inherited from ACC Staff members who no longer wor 

at the Commission. 

Mr. Ramirez goes on to say “in this section, Staff discusses concerns with 

the methods used by Dr. Zepp.” While I agree that I have testified Arizona Wate 
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has higher risk than the water utilities sample and recommend that this additiona 

risk be recognized by the Commission, the methods I used to determint 

benchmark equity costs are not “my” methods but methods adopted by a federa 

agency and the California PUC. Generally, the criticisms of my testimony that are 

presented in pages 41 to 54 are criticisms of the FERC and the California PUC. 

Ultimately, Mr. Ramirez does not explain why the methods he inheritec 

from the former ACC Staff employees are preferred to methods used by thr 

FERC and the California PUC. He does not explain why methods advocated b] 

ACC Staff after 2001 that produce ROE estimates substantially lower than the 

methods used by the ACC Staff before 2001 are preferred to methods used by thr 

FERC and California PUC. Finally, he does not explain why the methods he ha: 

inherited from former ACC Staff members should be preferred to methods tha 

produce equity cost estimates comparable to equity costs adopted b) 

commissions in other states and actual ROES earned by utilities in his sample 

group. 

DO YOU HAVE A SPECIFIC RESPONSE TO THE TESTIMONY MR. RAMIRE2 

PRESENTS AT PAGES 35 TO 39 ON THE ABOVE-AVERAGE RISKS FACEC 

BY ARIZONA WATER? 

Yes. In my response to Mr. Ramirez’s proposal to adopt a negative ROE 

adjustment for Arizona Water, I have explained why a risk premium, not negative 

ROE adjustment, is required. The question for the Commission is not whethei 

Arizona Water is more risky than the water utilities sample, but how large a risk 

premium is appropriate. That risk premium should be no less than the 37 to 45 

basis point risk premium indicated by the cost of Arizona Water‘s Series K bond3 

compared to the costs of A-rated and AA-rated bonds when the Series K bond: 

were priced. Arizona Water’s additional risks resulting from elimination of the 

PPAM and PWAM, its continuing risk of not recovering all of its costs to meet ne\n 

federal arsenic contaminant levels, and the imposition of inverted-tier rates make 

WTECASEUOM_WESTERN GROUP\REEUl7AL lESTIMONnzEPPvlNAL-obl305.GGC 31 
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the 37 to 49 basis point risk premium a floor for the required risk premium and 

certainly support the 50 basis point risk premium I recommended, We do not 

have an estimate of the beta for Arizona Water, but, for the reasons discussed 

above, I expect it is closer to 1.0 than the average beta for the sample water 

utilities. A higher beta would also justify a risk premium above the equity cost for 

a water utilities sample with a lower beta. 

AT PAGES 41-48, HE COMMENTS ABOUT THE FERC I-STEP METHOD. DO 

YOU HAVE A RESPONSE? 

Yes. The FERC, as the federal agency that regulates the interstate sale of gas 

and electricity, has had the benefit of numerous highly qualified experts testifying 

on behalf of a wide range of stakeholders in its proceedings. The FERC has 

determined that forward-looking growth rates should be used to determine equity 

costs. It is particularly troublesome that Mr. Ramirez has chosen to challenge the 

FERC's wisdom in using forward-looking estimates of growth to determine equity 

costs. His quotation from Dr. Gordon's speech (page 42)' for example, does not 

challenge FERC's choices. Dr. Gordon acknowledges that the FERC has 

determined that when the 2-step model is used, both short-term forecasts and 

long-term forecasts of growth will be recognized. Dr. Gordon does not say - as 

the methods used by Mr. Ramirez say - that we should look backwad to 

determine future growth when we have forward-looking estimates of growth 

available. 

MR. RAMIREZ ALSO CRITICIZES EPS FORECASTS AS BEING TOO 

OPTIMISTIC. DO YOU HAVE A RESPONSE? 

Yes. Mr. Ramirez's reference at page 45 to David Dreman (not "Breman") is 

puzzling. Apparently Mr. Ramirez adopted this inherited testimony from past ACC 

Staff witnesses without reading my response to this same testimony in the 

Arizona-American case. 

2. 

4. 

2. 

4. 
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a. 

4. 

In that prior case, in response to this same testimony, I pointed out tha 

even though Mr. Dreman has criticized analysts’ growth rates as being to( 

optimistic, Mr. Dreman also says investors rely on those forecasts. 

We have also seen that in spite of high error rates being 

recognized for decades, neither analysts nor investors who 

religiously depend on them have altered their methods in any 

way.” (David Dreman, Contrarian Investment Strategies: The 

Next Generation. Simon & Schuster. New York page 115- 

116.) 

If investors rely on such analysts’ growth rate forecasts, those are the forecasts o 

relevance to the determination of equity costs. Those growth rates influence thc 

prices investors will pay for stocks and thus impact the dividend yields. Thc 

dividend yields change until the sum of the d‘ividend yield plus those growth rate: 

equal the investors’ perceived cost of equity. Had the growth forecasts beer 

lower - as Mr. Ramirez suggests they should be - the stock prices would be lowe 

and dividend yields would be higher, but there would not necessarily be an] 

difference in the ultimate estimate of the cost of equity. 

AT PAGE 46, MR. RAMIREZ NOTES YOU DID NOT CONSIDER DPS GROWTH 

IN YOUR DCF ANALYSIS. DO YOU HAVE A RESPONSE? 

Yes. It is inappropriate to consider DPS growth when applying the FERC I-stey 

or the FERC 2-step models. The FERC has determined that EPS growth anc 

estimates of sustainable growth (growth Mr. Ramirez calls intrinsic growth) shoulc 

be used when estimating DCF equity costs. In equilibrium, the DCF model tell: 

us that DPS, EPS, book values and prices will all grow at the same rate. Thc 

FERC has correctly recognized, however, that it is EPS growth (Le., growth ir 

earnings) that permits DPS growth (i.e., growth in dividends) to occur anc 

therefore places the emphasis on EPS growth. The quotation Mr. Ramirei 
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provides from Professor Siege1 does not change the fact that the FERC uses 

forecasted EPS growth in both its models, not DPS growth. 

AT PAGE 47, MR. RAMJREZ ALSO PROVIDES A QUOTATION FROM SOME 

OF YOUR 1999 TESTIMONY THAT IMPLIES YOU USED FORECASTED DPS 

TO ESTIMATE EQUITY COSTS. DO YOU HAVE A RESPONSE? 

Yes. I have two responses. First, I attempted to eliminate issues in this case by 

relying on the methods the FERC uses to determine DCF equity costs. As I 

explained at length in my direct testimony, my analysis is not based on methods I 

prefer, but is instead based on what the FERC actually does. The FERC does not 

rely on forecasts of DPS to determine equity costs in either the I-Step or the 2- 

Step model and thus my 1999 testimony, whatever it was, is not at issue. 

Second, that said, in the 2003 Arizona-American case I showed this 

testimony was taken out of context and is therefore misleading. This quotation 

was submitted in the 2003 Arizona-American case by John Thornton, a former 

employee of the ACC Staff. The quotations were very carefully selected to 

erroneously imply I used DPS forecasts to determine equity costs in 1999 with the 

constant growth DCF model. Mr. Thornton had my complete testimony and knew 

that the quotations he selected misrepresented my testimony. I am not sure if Mr. 

Ramirez has the full testimony, but relevant portions of it were submitted in my 

rebuttal testimony in the Arizona-American Case (Docket No. WS-01303A-02- 

0867). As I do not view this testimony as being relevant in this case, I do not re- 

submit all of the documents I submitted before. 

Those documents, however, are in the files of the ACC if anyone wants to review 

them. 

AT PAGE 48, AGAIN MR. RAMJREZ SAYS HE IS COMMENTING ON “OR. 

ZEPP’S 2-STEP DCF MODEL.” DO YOU HAVE A RESPONSE? 
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Q. 

A- 

Yes. The 2-Step model is a FERC model not a “Dr. Zepp Model.” A proper 

implementation of the FERC model requires the exclusive use of forecasted EPS 

growth in the first step. 

AT PAGE 48-51, MR. RAMIREZ PROVIDES REASONS THE ACC SHOULD 

NOT CONSIDER FORECASTED INTEREST RATES. DO YOU HAVE ANY 

COMMENTS ON THIS SECTION OF HIS TESTIMONY? 

Yes. I have two comments. First, I addressed the appropriateness of forecasted 

interest rates above when making my restatement of his CAPM equity cost 

estimates and do not repeat that testimony. The other comment is his proposed 

current cost ofequify (see page 50, line 22) is ambiguous. On February 17,2005, 

when he prepared his Chaparral City Water Company testimony (Docket No. W- 

021 13A-04-0616), the current cost of IO-year Treasury notes was 4.16%. On 

March 24, 2005, when he prepared testimony in this docket, the current cost of 

IO-year Treasury notes was 4.60% (page 27 footnote 9 of his testimony in this 

case). Clearly Mr. Ramirez’s definition of ”current” is ambiguous. The only 

unambiguous definition of the current cost of equity is the current cost of equi 

expected when Chaparral City Water Company’s and Arizona Water‘s new rates 

will be in effect. That will not be until later this year. The California PUC believes 

the best way to estimate that current cost is with forecasted interest rates. So do 

1. In a period in which we expect interest rates to continue to increase, the worst 

possible measure of the current cost of Treasury notes is the 4.16% or 4.60% 

“stale” interest rates that existed when Mr. Ramirez prepared testimonies. 

interest rates will almost certainly lead to an authorized ROE below 
22 

23 

24 
Water‘s cost of equity. 

TURN TO PAGE 51. THERE MR. RAMIREZ COMMENTS ON YOUR FIRS Q. 

the California Office of Ratepayer Advocate (“ORA”) Staff to estimate the cost o 

RISK PREMIUM MODEL. DO YOU HAVE A RESPONSE? 

Yes. Again, this is not “my model.” It is the risk premium model routinely used b i 
25 

26 

27 

28 

A. ~ 
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A. 

Q. 

A. 

equity for water utilities. The important characteristics of the ORA Staff model a 

(1) the use of earned returns as the proxies for equity costs and (2) the use 

forecasted interest rates. 

Mr. Ramirez criticizes both choices. In effect he criticizes choices made by th 

California ORA Staff, not me. I have already indicated my preference for proxie 

of equity costs to be authorized ROEs, not realized ROEs, for the reasons I listed 

above, even though authorized ROEs may understate the cost of equity. 

DO YOU HAVE A RESPONSE TO THE EQUITY COST ESTIMATES 

PRESENTED BY MR. RAMIREZ IN SCHEDULE AXR-97 

Yes. Rebuttal Table 13 provides that response. Using the California ORA model 

and forecasted interest rates for the first full year new rates will be in place fo 

Arizona Water, the indicated cost of equity range for the water utilities sample is 

10.4% to 10.6%. Recognizing Arizona Water’s added risk, the indicated cost o 

equity range for Arizona Water is no less than 10.9% to 11.1%. It is only when 

Mr. Ramirez departs from the methods commonly used by the CPUC staff that h 

gets an equity cost range as low as 9.6% to 9.7% (Schedule AXR-9). But, while I 

do not agree with the use of “spot” Treasury rates to estimate equity costs fo 

rates that will not be in place until late 2005, if March 24, 2005, interest rates were 

used, Schedule AXR-9 would indicate an equity cost range that is 50 to 60 bas1 

points above Mr. Ramirez’s recommended ROE of 9.1%. This is further evidenc 

that his recommendation is too low. 

DO YOU HAVE A RESPONSE TO MR. RAMIREZ’S TESTIMONY AT PAGE 

52-53 ABOUT THE USE OF AUTHORIZED ROES AS MEASURES OF THE 

COST OF EQUITY? 

Yes. Contrary to his testimony, authorized ROEs are the result of mark 

information provided in litigated cases or understatements of the cost of equ 

that result from settlements. Regulatory commissions that do their jobs do indeed 

look at market information in litigated cases and determine equity costs from tha 



1 market information. I am not aware of authorized ROES for any water utility being 

set above the cost of equity to provide incentives similar to incentives provided to 

energy and telecommunications companies. 

RESTATEMENTS OF RUCO’S TESTIMONY 

A. RUCO’s DCF Estimate. 

PLEASE TURN TO YOUR COMMENTS ABOUT MR. RIGSBY’S DCF 

APPROACH. WHAT ARE YOUR PRIMARY CONCERNS WITH HIS 

APPROACH? 

1 have two concerns. First, Mr. Rigsby agrees with the FERC that “vs’~ growth 

(external growth) and “br” growth (internal growth) should be recognized when 

determining sustainable growth rate estimates. He has, however, not adopted 

estimates of “vs” growth investors would reasonably expect from water utilities. 

Second, he has slightly underestimated “br” growth (growth from internal 

sources). As a result, he has understated sustainable growth and, therefore, his 

DCF equity cost estimates are also understated. If an estimate of growth used in 

the DCF model is less than investors expect, the DCF equity cost will be too low. 

HOW DOES THE SAMPLE OF WATER UTILITIES MR. RIGSBY USED TO 

DETERMINE DCF EQUITY COSTS COMPARE TO THE ONE YOU AND MR. 

RAMIREZ USED? 

He uses the three large water utilities out of six that we used. 

HOW DO MR. RIGSBY’S ESTIMATES OF “BR” GROWTH FOR HIS THREE 

UTILITIES COMPARE TO YOUR ESTIMATES OF “BR” GROWTH AND MR. 

RAMIREZ’S ESTIMATES OF “BR” GROWTH? 

Mr. Rigsby estimates “br” growth for American States, Aqua America and 

California Water Service to be 6.0%, 6.0% and 4.75%, respectively. These 

estimates are derived by Mr. Rigsby from his personal analysis of Value Line 

forecasts reported on Schedule WAR-5. After adjusting those estimates of br 
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The approach Mr. Rigsby has taken underestimates the stock-financing rate tha 

rational investors would anticipate. Rebuttal Table 15 reports recent past growth 

in shares, forecasted future growth in the number of shares and Mr. Ramirez’s 

estimates of share growth as well as Mr. Rigsby’s subjective estimates. of future 

share growth. Mr. Rigsby’s average estimate of the stock financing rate (“s”) of 

1.33% is less than both the average of past growth in shares of 4.59% and the 

average of future estimates of share growth of 4.14% Mr. Rigsby reports in 

Schedule WAR-5. It is also below the average estimate of “s” relied on by Mr. 

Ramirez of 3.20%. For my restatement of Mr. Rigsby’s DCF estimates, I have 

adopted the estimates of future growth in shares he reports in Schedule WAR-5 

column F to compute “vs” growth. 

ARE THERE PROBLEMS WITH THE FORMULA HE USES TO COMPUTE “V”? 

Yes. In estimating the “v“ in “vs” growth Mr. Rigsby has substituted his personal 

opinion for market data. He opines that ultimately, investors would expect stock 

prices for regulated utilities to drop to book value (Rigsby Dt. at 15). 

Thus, instead of using the market prices to determine “v” called for in a market 

model, Mr. Rigsby uses an average of the observed market-to-book ratio and a 

hypothetical market-to-book ratio of 1.0 to compute his estimate of ‘V’ in “vs” 

growth. When the market-to-book ratio is 1.0, %” is estimated to be zero and “vs” 

1 

3. 

4. 

a. 
4. 
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Q. 

4. 

P. 

4. 

3. 

4. 

growth is also estimated to be zero. If one adopts the concept Mr. Rigsb 

espouses, it has the effect of assuming investors expect one-half as much “vs 

growth as is revealed by market data. 

If markets are reasonably efficient, even if investors did expect movement of stocl 

prices back to book values at some future time, market prices for utility stock: 

would already reflect potential movements back toward book values. Therefore 

this adjustment is unnecessary. 

SHOULD MARKET PRICES MOVE TOWARD BOOK VALUES IF A UTILITY’! 

AUTHORIZED RETURN IS EQUAL TO THE COST OF EQUITY? 

Not necessarily. I discuss this issue at pages 32 to 33 of my direct testimony anc 

do not repeat that testimony again. Average market-to-book ratios for wate 

utilities followed by AUS UfiMes Reports have been above 1.0 since at leas 

1991. .. 

DID YOU PREPARE A RESTATEMENT OF MR. RIGSBY’S DCF APPROACH? 

Yes. For this restatement, I relied upon the forward-looking estimates of “br 

growth reported by Mr. Rigsby (but adjusted with the FERC formula (fron 

Rebuttal Table 14)), my restatement of Mr. Rigsby’s ”vs” growth and Mr. Rigsby’i 

dividend yields. Table 16 shows that if sustainable growth is based on MI 

Rigsby’s yields, adjusted “br” growth and the revised estimate of “vs” growth, thc 

indicated cost of equity for his water utilities sample is 10.9%. Because Arizoni 

Water is more risky, its indicated cost of equity is at least 1 I .4% . 

B. RUCO’S CAPM Estimates. 

HAVE YOU RESTATED MR. RIGSBY’S CAPM ESTIMATES OF THE COST 01 

EQUITY? 

Yes. Mr. Rigsby uses a 91-day Treasury bill rate in his CAPM approach. 

explained above in my response to Mr. Ramirez why it is inappropriate to use i 

short-term Treasury security to determine the value for RF, the risk-free rate c 
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return, for two reasons. One is short-term Treasury rates understate thc 

appropriate RF to use when analyzing long-lived assets such as common stocks. 

Second, short-term Treasury rates have been shown to be too low b 

empirical estimates of CAPM. At page 22, Mr. Rigsby notes Professor Sharpc 

was one of the scholars who developed the CAPM. In his book, investment 

(Prentice Hall, Third Edition, 1985, page 401), Professor Sharpe advises reader 

that empirical analyses have shown the value for RF in the Sharpe-Lintner CAPh 

is significantly higher than short-term Treasury rates. Also, Professor Morin, in hi! 

text Regulatory Finance: Utilities’ Cost of Capifal, at pages 308-309, provide! 

quotations from two corporate finance texts which point out that short-tern 

Treasuries are far more susceptible to random disturbances and are heavil! 

influenced by the Federal Reserve, making them very poor proxies for RF in thc 

CAPM. . 

I have restated Mr. Rigsby’s CAPM equity cost with forecasted values o 

long-term Treasury rates as the measure of RF. The restatement indicates thc 

cost of equity for his water utilities sample is 11 .O%. 

Equitycost = RF + p x MRP 

11% - 5.8% + .73 x 7.2% - 
The MRP is the long-horizon MRP reported by lbbotson Associates in the 200! 

SBBl Yearbook in Table 9-1. The beta is the beta reported by Mr. Rigsby a 

Schedule WAR-7 page I of 2 and page 26 of his testimony. Arizona Water i! 

more risky than these large water utilities and thus this ROE estimate indicate: 

Arizona Water has a required ROE of at least 11 5%. 

AT PAGE 47 TO 49, MR. RIGSBY NOTES THAT WATER UTILITY STOCb 

PRICES HAVE INCREASED SINCE YOU PREPARED YOUR TESTIMONY 

DOES THAT MEAN COSTS OF EQUITY HAVE DECREASED? 

No. Equity cost estimates depend on estimates of growth as well as dividenc 

yields. Rebuttal Table 14 shows growth rates estimated by both Mr. Ramirez an( 
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Q. 
9. 

Mr. Rigsby are higher than comparable growth rates were when I prepared m 

direct testimony. Some of the water utilities have also increased dividends. 

DOES THIS COMPLETE YOUR PREFILED REBUTTAL TESTIMONY? 

Yes. 



Arizona Water Company 

Rebuttal Table I 

Currently Authorized ROEs for Water Utilties Sample 

Authorized Realized 
ROEs ROEs 

American States Water 10.0% 8.0% 
Aqua America ' 10.1% I 1.4% 
California Water Service 9.7% 9.8% 
Connecticut Water Service 12.7% 11.4% 
Middlesex Water 10.0% 8.3% 
SJW Corporation 9.8% 11.3% 

Average 

Source: 
AUS Utility Reports, April 2005. 

5/2/05 

10.4% 10.0% 



Arizona Water Company 

Rebuttal Table 2 

UPL-.~ c Zepp Table 14: Returns on Equity .Jr Larger 
Water, Sewer and Gas Utilities Prior to December 2001 

Company 

Citizens Utilities Company; Agua 
Fria Water Division; Sun City Water 
Company; Sun City Sewer Company 
and Sun City West Utilities Company 

Paradise Valley Water Company 

Far West Water Company 

Saddlebrooke Utility Company 

Paradise Valley Water Company 

Bermuda Water Company 

Pima Utility Company (Sewer) 

Far West Water & Sewer Co. (Water) 

Southwest Gas Corporation 

Average 

Implied Current Costs of Equity 

Decision 
Number 

60172 

60220 

60437 

61 008 

61831 

61 854 

62184 

62649 

641 72 

and 
Jndicated Current Cost of Equity 

Decision Authorized 
Date ROE 

May 7,1997 10.50% 

May 27,1997 11 .OO% 

Sept 29,1997 1 1.50% 

July 16, 1998 11.30% 

July 20, 1999 11 .OO% 

July21, 1999 12.00% 

Jan 5,2000 11.75% 

June 13,2000 1 1.50% 

Oct. 30,2001 

Equity cost indicated by forecasted 1 O-Year Treasury rate-"/ 

Equity cost indicated by 10-Year Treasury rate March 24,2005-' 

Sources: 
a/ Rebuttal Table 3. 
b/ As reported by Mr. Ramirez for March 24,2005. 

5/2/05 

11 .OO% 

11.28% 

Average Annual 
1 O-Year 

Treasury Rate 

6.35% 

6.35% 

6.35% 

5.26% 

5.65% 

5.65% 

6.03% 

6.03% 

5.02% 

5.85% 

5.29% 

4.60% 

Risk 
Premium 

4.15% 

4.65% 

5.15% 

6.04% 

5.35% 

6.35% 

5.72% 

5.47% 

5.98% 

5.43% 

10.7% 

10.0% 



Arizona Water Company 

Rebuttal Table 3 

Forecasts of Treasury Securities Rates and 
Baa Corporate Bond Rates for 2006-"/ 

10-Year Treasury Bonds 
DRP 
Blue Chip Consensus ForecastsW 
Value Line-c' 
Average 

Long-term Treasury Bonds 
DRP 
Blue Chip Consensus Forecasts-b' 
Value Line-c/ 
Average 

Seasoned Baa Corporate Bonds 
DRP 
Blue Chip Consensus ForecastsW 
Value Line-c/ 
Average 

Sources and Notes: 

a/ DRI forecast of interest rates reported in January 2005. 
b/ Blue Chip long-term consensus forecasts, December 2004. 
c/ Value Line Quarterly forecast, Februrary 25, 2005. 

5/2/05 

5.26% 
5.50% 
5.10% 
5.29% 

5.70% 
6.00% 
5.70% 
5.80% 

7.31 % 
7.50% 

na 
7.41 % 



Arizona Water Company 

Rebuttal Table 4 

Forecasts of Future Earnings Growth for the Water Utilities Sample 
Computed by Value Line and Mr. Ramirez 

1 American States 
2 California Water 
3 AquaAmerica 
4 Connecticut Water Service 
5 Middlesex Water 
6 SJW Corporation 

Mr. Ramirez's 
Projections 

for 
Value Linea/ 2005-2008-b*d/ 

9.5% 1 1.3% 
10.0% 5.6% 
9.0% 8.1% 
9.5% 8.3% 
9.5% 8.3% 
9.5% 8.3% 

Mr. Ramirez's 
Projections 

for 
2003-2008-c'a 

22.7% 
10.6% 
9.6% 
14.3% 
14.3% 
14.3% 

Average for Column 9.5% 8.3% 14.3% 

Source: 
a/ Value Line January 28, 2005. 
b/ Based on data in Mr. Ramirez's workpapers. 
c/ Based on Mr. Ramirez Schedule AXR-3. 
d/ ACC Staff method of adopting the average of projections for American States, 

' 

Aqua America and California Water for utilties for which there a r e  n o  projections. 

05/02/05 
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Arizona Water Company 

Rebuttal Table 7: Restatement of Schedule AXR-3 

Growth in Earnings and Dividends 
Sample Water Utilities 

Company 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 

Average Sample Water Utilities 

Average Reported by Mr. Ramirez 

Dividends 
Per Share 

1994 to 2004 
DPs-a/ 

1.1% 
1.3% 
5.8% 
1.4% 
2.3% 
3.9% 

2.6% 

2.6% 

Dividends 
Per Share 
Projected 

DPS-w 

a 2.2% 
1.2% 
7.7% 

No Projection 
No Projection 
No Projection 

3.7% 

3.3% 

Earnings 
Per Share 

1994 to 2004 

4.6% 
3.9% 
9.5% 
2.4% 
2.7% 
10.7% 

5.6% 

1.5% 

Earnings 
Per Share 
Projected 

EPS-w 

11.3% 
5.6% 
8.1% 

No Projection 
No Projection 
No Projection 

8.3% 

14.3% 

sources: 
a/ Updated with data through 2004. 
bl Expected growth from 2005 to 2008 based on data in Mr. Ramirez's work papers. 

05/02/05 
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Arizona Water Company 

Rebuttal Table 11 

Analysis of Equity Costs and Risk Premiums Based on DCF Analyses 
for the Value Line Industrial Composite: 1987-2005 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

Study 
- Date 

2/87 
2/88 
7/88 
2/89 
2/90 
1/91 
2/92 
2/93 
2/94 
2/95 
3/96 
2/97 
1 198 
1199 
2/00 
7/00 
2/01 
7/01 
1 I02 
8/02 
1 103 
7/03 
3/04 
1 a04 
4/05 

Dividend 
- Yield 

3.00% 
3.10% 
3.50% 
3.50% 
3.20% 
3.70% 
2.80% 
2.90% 
3.00% 
2.70% 
2.70% 
2.40% 
1.50% 
1.30% 
0.80% 
1 .OO% 
1.20% 
I .20% 
1.20% 
1.60% 
1.60% 
1 .so% 
1.60% 
1.80% 
1.90% 

Sustainable 
arowth 

9.39% 
9.93% 
7.77% 
7.77% 
7.77% 
9.93% 
9.39% 
8.31% 
8.31 % 
9.93% 

10.48% 
12.13% 
14.92% 
16.05% 
16.05% 
14.92% 
13.79% 
12.13% 
12.13% 
12.68% 
12.13% 
1 1.57% 
12.13% 
I 1.57% 
11 57% 

Averages for: 
All years (1 987-2005) 
Last 15 years (1991-2005) 
Last 10 years (1 996-2005) 
Last 5 years (2001-2005) 

05/02/05 

DCF 
Equity 
- Cost 

12.39% 
13.03% 
1 1.27% 
11.27% 
10.97% 
13.63% 
12.19% 
11.21% 
11.31% 
12.63% 
13.18% 
14.53% 
16.42% 
17.35% 
16.85% 
15.92% 
14.99% 
13.33% 
13.33% 
14.28% 
13.73% 
13.07% 
13.73% 
13.37% 
13.47% 

Long-term 
Treasury 

Lata 1 Mnth 

7.39% 
8.83% 
9.00% 
8.93% 
8.26% 
8.24% 
7.58% 
7.34% 
6.39% 
7.97% 
6.03% 
6.91% 
6.07% 
5.36% 
6.86% 
6.28% 
5.65% 
5.82% 
5.76% 
5.51% 
5.01% 
4.34% 
4.94% 
4.89% 
4.89% 

Risk 
Premium 

5.00% 
4.20% 
2.27% 
2.34% 
2.71 % 
5.39% 
4.61 Yo 
3.87% 
4.92% 
4.66% 
7.15% 
7.62% 
10.35% 
11.99% 
9.99% 
9.64% 
9.34% 
7.51% 
7.57% 
8.77% 
8.72% 
8.73% 
8.79% 
8.48% 
8.58% 

6.9% 
7.8% 
8.9% 
8.7% 
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1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 

Arizona Water Company 

Rebuttal Table 13: Response to Schedule AXR-9 

Risk Premium Equity Cost Analysis 
Realized ROES Adopted as Equity Cost Proxies 

Return Annual Averaaes Risk Premiums 
on Long-term 1 0-Year Long-term 1 0-Year 

Treasury Treasury Equity-& TreasuyaTreasut-y- a/ 

11 57% 
10.87% 
1 1.20% 
12.02% 
1 1.82% 
10.90% 
10.59% 
9.75% 
10.27% 
10.58% 

6.60% 5.07% 
7.35% 7.09% 
6.88% 6.57% 
6.70% 6.44% 
6.60% 6.35% 
5.58% 5.26% 
5.87% 5.65% 
5.94% 6.03% 
5.49% 5.02% 
5.41% 4.61% 

a/ 

& 
1 0-Year Average Premium- 

5-year Average Premium- 

bl Forecasted Interest Rates for 2006- 

Projected Returns on Equity 
1 0-Year Average 
5-Year Average 

4.97% 
3.52% 
4.32% 
5.32% 
5.22% 
5.32% 
4.72% 
3.81 % 
4.78% 
5.17% 

4.71 % 

4.76% 

5.80% 

10.5% 
10.6% 

Notes and Sources: 
- a/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004. 
- b/ Source is Rebuttal Table 3. 

05/02/05 

5.70% 
3.70% 
4.63% 
5.58% 
5.47% 
5.64% 
4.94% 
3.72% 
5.25% 
5.97% 

5.07% 

5.10% 

5.29% 

10.4% 
10.4% 
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Arizona Water Company 

Rebuttal Table 14 

Changes in Estimates of br"/ Growth and br+v# Growth 
Between August 2004 and April 2005 

ZePP Staff RUCO 
br arowth 2004 - 2005 - 2005 

1 American States 6.2% 5.6% 6.2% 
2 California Water 3.1% 4.6% 4.9% 
3 Aqua America 5.4% 6.1% 6.2% 

Average 4.9% 5.4% 5.7% 

br + vs arowth ZePP Staff RUCO 
- 2004 - 2005 - 2005 

1 American States 7.6% 6.8% 6.7% 
2 California Water 4.2% 6.2% 5.9% 
3 Aqua America 7.7% 13.0% 7.4% 

Average 6.5% 8.7% 6.7% 

Note: 
a/ For consistency, all estimates of br growth are corrected 

with the FERC formula to reflect Value Line computes ROES 
with year-end equity. 



Arizona Water Company 

Rebuttal Table 15 

Analysis of Mr. Rigsby's Estimates of Share 
Growth and Restatement of VS Growth 

Growth in Number of Shares ((1s") 
Assumed by 

Past-a' Forecast-b' Mr. Ramire@ Mr. Rigsbyd' 
m rn fQ (0) 

1 American States 3.14% 4.55% 1.10% 1.25% 
2 California Water 6.95% 6.32% 1.60% 1.75% 
3 Aqua America 3.69% 1.55% 6.90% 1 .OO% 

Average 4.59% 4.14% 3.20% 1.33% 

Restatement. of VS Growth 
V- - S - VS d/ - 

1 American States 
2 California Water 
3 Aqua America 

Average 

0.44 
0.55 
0.70 

4.55% 
6.32% 
1.55% 

2.02% 
3.46% 
1.09% 

2.19% 

Notes and Sources: 
a/ For the period 1999 to 2003 (Schedule WAR-5) 
b/ For the period 2003 to 2008 (Schedule WAR-5). 
c/ Schedule AXR-4, Column D. 
d/ Derived from market-to-book ratios reported on Schedule WAR4 page 2 of 2. 

5/2/05 
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Arizona Water Company 

Rebuttal Table 16 

atement of Mr. Rigsby's DCF Estim 3s 

lntemal External Dividend DCF Cost 
Growth Growth Growth Dividend of Equity 
(BR) OlS) (9) Yield Capital 

2 California Water 4.86% 3.46% 8.32% 3.29% 11.61% 
3 AquaAmerica 6.1 7% 1.09% 7.27% 2.11% 9.38% 

1 American States 6.17% 2.02% 8.20% 3.42% 11.62% 

Average I 10.9% I 

Notes and Sources: 
a/ "br" growth reported by Mr. Rigsby in Schedule WAR-2, page 1 of 2, corrected with the FERC formula. 
b/ "VS" growth computed in Rebuttal Table 15. 
c/ Dividend yield determined by Mr. Rigsby in Schedule WAR-3. 

5/2/2005 
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Arizona Water Company 

Rebuttal Table 17 

Summary of Rebuttal Equity Cost Estimates for Water 
Utilities Sample and Arizona Water Company 

Average of Currently Authorized ROEs for the 

Water 
Utilites 
Sample 

Staff Water Utilties Sample 10.4% 

Average of ROEs Earned in 2004 for the 
Staff Water Utilties Sample 10.0% 

Equity Cost based on Average Risk Premium 
Determined by ACC Prior to 2001 

Based on Forecasted Rates 10.7% 
Based on Rates in March 2005 10.0% 

FERC 1-Step Method based on Data Relied 
Upon by Mr. Ramirez 

FERC 2-Step Method based on Data Relied 

11 5% 

Upon by Mr. Ramirez 11.2% 

Restatement of Mr. Ramirez's Equity Cost Estimates 
Constant Growth DCF 10.1% 
Multi-stage DCF 10.3% 
CAPM-long-horizon MRP 10.7% 
CAPM-curren t M RP 11.1% 
Average of Staff Estimates 10.6% 

Average of Equity Costs in Mr. Ramirez's Schedule AXR-9 
with CPUC ORA Method Being Used 

Restatement of Mr. Rigsby's Equity Cost Estimates 

10.5% 

DCF 10.9% 
CAPM 11 .O% 

Average ROE for Mr. Rigsby's Water Utilities 
Sample Projected by Value Line for 2008-201 0 12.0% 

5/2/05 

Arizona 
Water 

10.9% 

10.5% 

11.2% 
10.5% 

12.0% 

1 1.7% 

10.6% 
10.8% 
11.2% 
1 1.6% 
11.1% 

11 .O% 

11.4% 
11 5% 

12.5% 



ARIZONA WA TER COMPANY 

Docket No. W-01445A-04-0650 

2004 RATE HEARING EXHIBIT NO. - 
For Test Year Ending 12/31 /03 

PREPARED 
REJOINDER TESTIMONY & EXHIBITS 

OF 

Thomas M. Zepp 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

I 21 

I 22 

I 23 

24 

25 

26 

27 

28 

1. 

11. 

111. 

IV. 

TABLE OF CONTENTS 

Pagt 

INTRODUCTION SUMMARYAND CONCLUSIONS ............................................... 2 

UPDATES OF EQUITY COSTS MADE WITH THE FERC AND CPUC METHODS ... .... ... . . . .. . 4 

A. THE CRITICAL ROE ESTIMATION ISSUE IN THIS PROCEEDING ... ... ..... ... ... ... ... .. 4 

B. UPDATE OF THE FERC I-STEP METHOD ................................................. 5 

C. UPDATE OF THE FERC 2-STEP METHOD ................................................. 7 

D. UPDATE OF THE CALIFORNIA PUC STAFF RISK PREMIUM METHOD ... ... .... ... ... ... 8 

RESPONSE TO MR. RAMIREZ.. . .. . . . . . . . . . . . . . . . . . . . . . . . . , . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . 10 

A. MR. RAMIREZ DOES NOT RELY ON AVAILABLE FORWARD-LOOKING 

ESTIMATES OF GROWTH .................................................................. 11 

B. MR. RAMIREZ RELIES ON INCORRECT GEOMETRIC AVERAGES TO DETERMINE 

GROWTH RATES ........................................................................... 12 

BY IGNORING KNOWN INFORMATION ABOUT FUTURE GROWTH, MR. RAMIREZ C. 

HAS BIASED DOWNWARD HIS MULTI-STAGE DCF ESTIMATE.. . .. . .. . .. . ... .. . . . . . . . .. 
THE MISMATCH OF INTEREST RATES MR. RAMIREZ USES TO DETERMINE 

15 

D. 

HIS “CURRENT” MARKET RISK PREMIUM FOR HIS CAPM APPROACH BIASES 

DOWNWARD HIS EQUITY COST ESTIMATE .............................................. 17 

E. MR. RAMIREZ HAS IGNORED KNOWN EMPIRICAL STUDIES OF THE CAPM 

AND USED A MEASURE OF THE RISK FREE RATE THAT IS TOO LOW ... ... .. . . .. . . . . 
MR. RAMIREZ IS UNWILLING TO ADOPT UNBIASED MEASURES OF INTEREST 

21 

F. 

RATES EXPECTED WHEN NEW RATES WILL BE IN EFFECT FOR ARIZONA.. . . . . . . . . 
MR. RAMIREZ IS UNWILLING TO ACKNOWLEDGE THAT ARIZONA WATER IS 

MORE RISKY THAN HIS SAMPLE OF WATER UTILITIES. .. . . . .. . . . . .. . .. . . .. . .. . . . . . . .. 
RESPONSE TO MR. RIGSBY .................................................................... 

23 

G. 

25 

28 

I:WATECASE~~OO~-WESTERN GROUP\REXHNMR TESTIMONYVEPP\TOC.DOC 
:wO:x: I o w 2  611w05 



1 ,  

I 

I 

I 

I 1 
I n L 
I 

3 

4 

5 

6 

7 

a 
9 

10 

11 

12 

13 

I 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

I 24 

I 25 
I 26 

1 FENNEMORE CRAIG 
PXQFESSIONAL CORPOR*TIO 

PHOENlX 

ARIZONA WATER COMPANY 
Robert W. Geake (No. 009695) 
Vice President and General Counsel 
3805 N. Black Canyon Highway 
Phoenix, Arizona 85015-5351 
Telephone: (602) 240-6860 

FENNEMORE CRAIG 
A Professional Corporation 
Norman D. James (No. 006901) 
Jay L. Shapiro (No. 014650) 
3003 North Central Avenue Suite 2600 
Phoenix, Arizona 85012-2913 
Telephone: (602) 91 6-5000 

Attorneys for Arizona Water Company 

BEFORE THE ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION ) 

ADJUSTMENTS TO ITS RATES AND ) 
CHARGES F- 1 
FURNISHED BY ITS WESTERN GROUP ) 

OF ARIZONA WATER COMPANY, AN ) DOCKET NO. W41445A-04-0650 
ARIZONA CORPORATION, FOR ) 

AND FOR CERTAIN RELATED ) 
APPROVALS 1 

) 

REJOINDER TESTIMONY OF 

Thomas M. Zepp 



I 1 

I 2 

I 3 

4 
, 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FENNEMORE CRAIG 
PROFESSIONAL CORPORATION 

P H 0 EN I X 

I ARIZONA WATER COMPANY 

Rejoinder Testimony of 

Thomas M. Zepp 

1. INTRODUCTION, SUMMARY AND CONCLUSIONS 

Q. PLEASE STATE YOUR NAME. 

A. Thomas M. Zepp. 

Q. DID YOU PREPARE DIRECT AND REBUTTAL TESTIMONY ON BEHALF OF 

ARIZONA WATER COMPANY IN THIS CASE? 

A. Yes, I provided testimony on the cost of equity. 

Q. WHAT IS THE PURPOSE OF THIS TESTIMONY? 

A. Arizona - Water Company ("Arizona Water" or "the Company") asked me to - review 

and to respond as appropriate to the May 25, 2005 surrebuttal testimonies of Mr. 

Alejandro Ramirez on behalf of the Arizona Corporation Commission (I'ACC" or 

"Commission") Staff and Mr. William A. Rigsby on behalf of the Residential Utility 

Consumer Office ("RUCO"). 

Q. 

A. 

HOW IS YOUR TESTIMONY ORGANIZED? 

In this Section I of my testimony, I summarize my testimony. 

In Section I I ,  I provide an update of my direct testimony to put my 

responses to Mr. Rigsby and Mr. Ramirez in perspective. 

In Section 111, I respond to Mr. Ramirez, and in Section IV I respond to Mr. 

Rigsby. 

DO YOU SPONSOR ANY TABLES AND EXHIBITS TO ACCOMPANY THIS Q. 

REBUTTAL TESTIMONY? 

A. Yes. I sponsor 11 rejoinder tables and five exhibits, which are attached to this 

-2- 
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Q. 

A. 

testimony and labeled TMZ-1 through TMZ-5. 

PLEASE SUMMARIZE YOUR TESTIMONY. 

I find the following: 

(1) An update of the Federal Energy Regulatory Commission's I-Step and 2-Step 
DCF methods with current estimates of analysts' forecasts of growth and 
sustainable growth indicates the cost of equity for a benchmark water utility 
currently falls in a range of 10.2% to 10.4%. This is the same range I estimated In 
June 2004 (Table 15 of my direct testimony). 

(2) An update of the California Offtce of Ratepayer Advocate Staffs Risk 
Premium model indicates the cost of equity for a benchmark water utility currently 
falls in a range of 10.4% to 10.6%. At the time my direct testimony was prepared, 
this range was 10.6% to 10.9%. 

(3) The critical issue in this case is that methods and inputs to the equity cost 
models Mr. Ramirez inherited from Staff members who are no longer at the 
Commission produce equity cost estimates that are substantially lower than the 
10.2% to 10.4% and 10.4% to 10.6% equity cost ranges made with methods used 
by the federal and California government agencies. Those inputs and methods 
bias downward reasonable equity cost estimates and should no longer by 
accepted by the ACC. 

- _ _ _  
(4) If Mr. Ramirez had based his DCF constant growth equity cost estimate on 
the conceptually correct estimates of forward-looking growth he reports in 
Surrebuttal Schedule AXR-6, the indicated cost of equity for a benchmark water 
utility would be no less than 10.5%. 

(5) It is incorrect to base forward-looking estimates of growth on past geometric 
annual average growth rates. That choice biases downward equity cost 
estimates. 

(6) If Mr. Ramirez had included his own estimate of intrinsic growth (from 
Surrebuttal Schedule AXR-4) in his multi-stage DCF analysis for 2007, 2008 and 
2009 and used the conceptually correct measure of terminal growth computed 
from his own data, his multi-stage DCF analysis would indicate the cost of equity 
for a benchmark water utility is 9.9%. 

(7) The average beta has increased from .68 to .71 since Mr. Ramirez prepared 
his testimony. Even if Staffs DCF estimates are unchanged, the change in beta 
estimates alone indicates Staff's overall estimate of Arizona Water's cost of equity 
has increased from 9.1% to 9.3%. 

(8) If the mismatch of interest rates in his current CAPM analysis is eliminated, 
the indicated cost of equity based on the current cost of Treasury bonds is 10.1 %. 
If conceptually correct forecasts of Treasury bonds are relied upon, the indicated 
cost of equity is 11.3%. 

(9) The best available forecast of interest rates during the period new rates will 

-3- 
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__ 

Q. 

A. 

II .  

Q. 

A. 

be in effect should be used to set rates for Arizona. The California PUC and I 
agree published forecasts of interest rates provide better forecasts of future 
interest rates than do stale rates that exist in April and May of 2005. 

(IO) If either Mr. Rigsby’s estimate of “vs” growth is corrected (as I did in my 
rebuttal testimony) or if an average of analysts’ growth rates are combined with 
Mr. Rigsby’s dividend yield to estimate the DCF equity cost, Mr. Rigsby’s DCF 
equity cost increases. When an average of analyst‘s forecasts of growth are 
relied upon, the indicated cost of equity is 10.5%. 

(11) At page 33 of his surrebuttal testimony, Mr. Rigsby states the CAPM cost of 
equity based on a current 4.52% long-term Treasury bond rate is 10.3%. It would 
be higher if a conceptually correct forecast of Treasury bond rates were used to 
make the estimate. 

(12) The June 2005 AUS Monthly Utility Report reports that the average return on 
equity of the six publicly traded water utilities used by Mr. Ramirez is 10.5%, 
based on data at March 31, 2005. See Rejoinder Exhibit TMZ-5. 

(13) Arizona Water is more risky than the benchmark water utility and should be 
authorized a 50 basis point risk premium. 

(14) Rejoinder Table 11 provides a summary of my updates of the FERC and 
Risk Premium approaches and various equity cost estimates resulting from 
restatements of equity cost estimates presented by Mr. Ramirez and Mr. Rigsby ~ _ _  

BASED ON YOUR UPDATED ESTIMATES OF THE COST OF EQUITY AND 

T f i X r  direct and surrebuttal testimonies. 

YOUR RESTATEMENTS OF THE STAFF AND RUCO ESTIMATES, IS IT STILL 

YOUR OPINION THAT 11.25% IS A REASONABLE RETURN ON EQUITY FOR 

ARIZONA WATER? 

Yes. 

UPDATES OF EQUITY COSTS MADE WITH THE FERC AND CPUC 
METHODS 

A. 
AT PAGE 16 OF HIS SURREBUTTAL TESTIMONY, MR. RAMIREZ STATES 

“THE METHODS EMPLOYED BY THE FERC AND THE CPUC ARE INFERIOR 

TO STAFF’S.” DO YOU HAVE A RESPONSE? 

Yes. 

The Critical ROE Estimation Issue in This Proceedinq. 

This is the critical ROE issue I wanted to place before the Arizona 

Corporation Commission. Mr. Ramirez has inherited the methods he has used 

-4- 
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Q. 

A. 

Q. 

A. 

from ACC Staff members no longer at the Commission. If is not the models, but 

the choice of reasonable inputs for those models that produce reasonable equity 

costs. In presenting my testimony, I have deliberately used models and inputs the 

Federal Energy Regulatory Commission ((IFERC") and the California Public Utility 

Commission ("CPUC") Staff would use, not the methods I prefer. I have 

presented the FERC and CPUC models to bring out in the open the issue that 

methods and inputs used by the ACC Staff produce unreasonable equity cost 

estimates. 

Throughout this rejoinder testimony and my rebuttal, I show that if more 

reasonable inputs are used in the ACC Staff models, the equity costs estimates 

are higher and close to the equity costs produced with the methods used by the 

FERC and the California PUC. All of the "evidence" Mr. Ramirez talks about at 

pages 16-17 of his testimony does not negate the fact that his ultimate equity cost 

estimates are substantially lower than would be produced by the government 

agency models I relied upon. 

B. 

HAVE YOU UPDATED THE COST OF EQUITY ESTIMATES YOU MADE WITH 

THE EQUITY COST ESTIMATION APPROACHES USED BY THE FEDERAL 

ENERGY REGULATORY COMMISSION? 

Yes, I have. 

Update of the FERC 1Step Method. 

PLEASE PROVIDE YOUR UPDATE OF THE FERC I-STEP METHOD. 

The FERC I-Step Method requires data on high and low average dividend yields 

during the last 6 months, analysts' forecasts of growth and estimates of 

sustainable growth (growth ACC Staff has called intrinsic growth). I have based 

my update on high and low prices during period December 2004 to May 2005 and 

current dividend yields. 

-5 - 
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Q. 

A. 

Rejoinder Table 1 provides an update of analysts' forecasts of earnings per 

share ("EPS") growth. I rely on four different investment services, Zacks, 

Thompson First Call, Standard & Poor's and Value Line Investment Services, 

which are widely followed by investors and therefore influence investor 

expectations. This information provides one of the two measures of growth the 

FERC uses to determine growth in its I-Step method. 

The other estimate of growth used by the FERC is sustainable growth. It is 

found by adding together estimates of expected future growth from retained 

earnings (called "b f  growth by the FERC) and expected future growth from sales 

of stock above book value (called "sv" growth by the FERC). Rejoinder Table 2 

provides updates of the estimates of sustainable growth. 

All of this information is combined in Rejoinder Table 3 to update the FERC 

I-Step DCF analy- this information together, the indicated _____--- range of 

equity costs for the water utilities sample is 9.6% to 11.2% and the average cost 

of equity estimate is of 10.4%. Arizona Water is more risky than the water utilities 

sample, and thus this evidence indicates the Company requires an ROE of no 

less than 10.9%. 

IN DOCKET W-02113A-04-0616 (CHAPARRAL CITY WATER), YOU ADOPTED 

MR. RAMIREZ'S SPOT PRICES FOR YOUR UPDATE OF THE FERC I-STEP 

METHOD, WHY DIDN'T YOU DO THAT IN THIS CASE? 

In the Chaparral City case, the spot estimates of prices were approximately the 

same as the average of prices during the last 6 months and thus 1 adopted Mr. 

Ramirez's prices to avoid an issue with ACC Staff. In this docket, however, Mr. 

Ramirez appears to have selected prices to depress his DCF ROE estimates. I 

recently pointed out during cross examination during the Chaparral City case that 

when analysts are permitted to use "spot" prices in DCF analyses, it is easy to 

-6- 
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Q. 

A. 

choose prices that bias equity costs up or down. The analyst can review prices 

over a two week or three week period and choose relatively high (or low) prices to 

push down (or up) dividend yields and claim he/she is simply taking the 

”conceptually correct approach” to make hidher DCF estimate. It appears Mr. 

Ramirez has done that in this docket. In the Chapparral City case, he chose 

“spot” prices that produced an average dividend yield of 3.3% (Ramirez Schedule 

AXR-8, Docket W-02113A-04-0616, dated May 5, 2005). That dividend yield is 

slightly below the average of the dividend yields I compute with the correct FERC 

approach. In this docket, however, only 20 days later, he has chosen “spot” 

prices that produce an average dividend yield of only 3.0%, near the bottom of the 

range of dividend yields. This choice is blatantly unfair to Arizona Water. It 

appears to be designed to produce the same equity cost (9.1%) as he 

recommended in his direct testimony, even though he now agrees that a negative _ _  . 

20 basis point ROE adjustment should not be made. To avoid this negative bias, 

I have gone back to the method used by the FERC and have used an average of 

6-month dividend yields in my update. 

-~ 

C. 

PLEASE PROVIDE YOUR UPDATE OF THE FEDERAL ENERGY 

REGULATORY COMMISSION’S 2STEP METHOD. 

My update of the FERC 2-Step method is provided in Rejoinder Table 4. I have 

Update of the FERC 2-Step Method. 

used an average of prices during the last six months to determine the prices in 

column (a). Initial growth is the average of analysts’ growth rates from Rejoinder 

Table 1. The expected long-term average terminal growth is assumed to be equal 

to the past arithmetic average growth rate in GDP of 6.8%. This arithmetic 

average growth rate is computed from data in Mr. Ramirez’s work papers. Below, 

in response to Mr. Ramirez, I provide some examples that demonstrate why the 
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Q. 

A. 

Q. 

A. 

appropriate concept to use when determining future expected growth is the 

arifhmefic average, and not the past geometric average of 6.5% relied upon by 

Mr. Ramirez. 

WHAT EQUITY COST IS INDICATED BY THE UPDATE OF THE FERC 2-STEP 

METHOD? 

The updated FERC 2-Step method indicates the cost of equity for the water 

utilities sample is 10.2%. Arizona Water is more risky than the water utilities 

sample and thus its equity cost is higher than 10.2%. 

D. 
PLEASE PROVIDE YOUR UPDATE OF THE RISK PREMIUM EQUITY COST 

Update of the California PUC Staff Risk Premium Method. 

ESTIMATION APPROACH USED BY THE CALIFORNIA PUC OFFICE OF 

RATEPAYER ADVOCATES. 

I provide that update in Rejoinder Table 6 based on current forecasts of __ ___. interest - __ 

rates for 2006 presented in Rejoinder Table 5. The Office of Ratepayer 

Advocates Staff of the California PUC has determined ( I )  that a good proxy for 

the average cost of equity for the water utilities sample is an average of earned 

ROEs for those companies and (2) that forecasts of interest rates should be used 

to forecast the cost of equity when new rates will be in effect. Based on this 

update, the indicated average cost of equity for the benchmark water utility is 

10.5% and the indicated cost of equity for Arizona Water is not less than 1 1 .O%. 

I have already explained why I do not agree with the California PUC Staff 

choice of realized ROEs as equity cost proxies. In theory, if utilities are 

authorized rates and rate-adjustment mechanisms that give utilities a reasonable 

opportunity to earn their costs of equity, on average, realized returns for a sample 

of companies might provide a good proxy for the average cost of equity. 

Unfortunately, in recent years, on average, water utilities have not made their 
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authorized ROEs and thus this measure of the cost of equity understates the 

average authorized ROE. If all authorized returns were the result of litigated 

cases in which the commissions gave appropriate weight to the evidence 

presented to them, on average, those authorized ROEs would reflect market 

costs of equity determined with various models by various stakeholders. 

Authorized ROEs might understate the cost of equity because some of those 

authorized ROEs may be the result of settlements in which utilities accept a lower 

ROE in exchange for settlement of other issues. In this update, I also update 

Table 11 in my direct testimony as Rejoinder Table 7 in which the cost of equity is 

based on this proxy. This update indicates the average cost of equity for the 

benchmark water utilities sample is 10.9% and Arizona Water's cost of equity is 

no less than 11.4%. 

The California PUC approach also recognizes that the relevant cost of 

equity is the expected cost of equity when new rates will be in place, not the cost 

of equity in April or May of 2005. California PUC Staff typically uses forecasts of 

_____ 

interest rates for the three years following the year in which the case is litigated. 

For my analyses in Rejoinder Tables 6 and 7, I have used interest rate forecasts 

for the first full year (2006) new rates will be in effect for Arizona Water. ACC 

Staff has cor;rectly pointed out that it is difficult to predict future interest rates. 

However, using current rates to predict future rates, as Staff apparently says 

should be done, does not avoid the problem of predicting interest rates in 2006. 

Staffs use of today's interest rates effectively assumes that those interest rates 

will remain unchanged in 2006 and subsequent years. The cost of equity should 

be determined for the period when new rates will be in effect, not the cost of 

equity prior to new rates being established. I have already addressed this issue in 

my rebuttal testimony at pages 22-24. 
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A. 

California PUC Staff addresses the problem by using forecasts of interest 

rates for the future years in which those new rates will be in place. In my opinion, 

this is a more reasonable approach than putting one’s head in the sand and 

saying interest rates in 2006 will be the same as interest rates in May 2005 (as is 

done by Mr. Ramirez), especially when investors generally expect future interest 

rates to be higher. The crucial point, however, is that the California PUC Staff use 

forecasts of interest rates to determine costs of equity. Therefore, an equity cost 

based on the California PUC method must be based on forecasted rates. 

RESPONSE TO MR. RAMIRE2 

DO YOU HAVE A GENERAL RESPONSE TO MR. RAMIREZ? 

Yes. The DCF and Risk Premium/CAPM approaches Mr. Ramirez and I rely 

upon to determine equity costs are much like empty mixing bowls used by cooks 

- 

. determined with the ingredients a federal agency (the FERC) and a large state 

__ to combine ingredients, mix batter and ultimately bake cakes. It is not _______- the mixing 

bowls, but the ingredients that are put into those bowls that determine if the cake 

batter rises and, ultimately, if the cake is edible. I have presented equity costs 

agency (the California PUC) put into those mixing bowls because I know it is an 

uphill fight to challenge the “ingredients” used by ACC Staff. Unfortunately, Mr. 

Ramirez has relied on ingredients suggested by John Thornton, a former 

employee of the ACC Staff, to prepare his equity cost estimates. Those 

ingredients are substantially different than the ones used by the FERC and the 

CPUC to implement the models and bias downward the equity cost estimates. I 

address seven of the inappropriate choices below: 

(1) Mr. Ramirez has looked backward to determine the future when he had 
useful evidence about what investors think will happen in the future. This choice 
biases downward his equity cost estimates. 
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(2) Mr. Ramirez relies on geometric averages instead of conceptually 
correct arithmetic averages. This choice biases downward both of his DCF equity 
cost estimates. 

(3) Mr. Ramirez ignores his own estimates of future growth for 2007-2009 
in his multi-stage DCF analysis and thus introduces a negative bias in his equity 
cost estimates. 

(4) Mr. Ramirez mismatches interest rates in his CAPM approach and that 
mismatch biases downward the equity cost estimates. 

(5) Mr. Ramirez ignores known empirical studies of the CAPM and used a 
measure of the risk free rate that is too low and thus biases downward his equity 
costs. 

(6) Mr. Ramirez is unwilling to adopt unbiased measures of interest rates 
expected when new rates will be in effect for Arizona Water. When interest rates 
are expected to increase, this choice biases downward the cost of equity 
estimates. 

(7) Mr. Ramirez no longer proposes a negative ROE adjustment for the 
Company, but is unwilling to acknowledge that Arizona Water is more risky than 
his sample of water utilities and thus further biases downward his equity cost 
estimates. 

It is these choices of the wrong “ingredients” that make Mr. Ramirez’s DCF equity 

cost estimates’so much lower than DCF equity costs that are produced with the 

FERC I-Step and 2-Step methods and make his CAPM estimates so much lower 

than equity cost estimates made with the Risk Premium method used by the 

California PUC Staff. 

A. Mr. Ramirez Does Not Relv on Available Forward-Looking Estimates 
of Growth . 

Q. DOES MR. RAMIREZ RELY ON FORWARD-LOOKING ESTIMATES OF 

GROWTH TO DETERMINE HIS CONSTANT GROWTH DCF EQUITY COST 

ESTIMATE? 

No. In Surrebuttal Schedule AXR-6, he gives a 50% weight to historical growth A. 

and a 50% weight to forward-looking estimates of growth to determine his growth 

estimate of 5.8% for the constant growth DCF model. 
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Q. DOES THE FERC DO THAT? 

A. No. The FERC correctly gives a 100% weight to forward-looking estimates of 

growth in its I-Step (constant growth) DCF method. This difference in 

“ingredients” goes a long way to explain why methods used by the FERC produce 

higher equity costs for the water utilities sample than is estimated by Mr. Ramirez. 

WHAT WOULD MR. RAMIREZ’S CONSTANT GROWTH DCF EQUITY COST Q. 

BE IF HE RELIED ONLY ON HIS FORWARD-LOOKING ESTIMATES OF 

GROWTH? 

A. The equity cost estimate would be no less than 10.5%. That estimate is based on 

Mr. Ramirez’s unadjusted dividend yield of 3.0% (Surrebuttal Schedule AXR-8) 

and his average of projected growth rates of 7.5% (an average of 3.4% DPS 

growth, 10.4% EPS growth and 8.8% intrinsic growth from Surrebuttal Schedule 

___ ____ AXR-6). Rejoinder Table 3 shows the FERC I-Step (constant growth) method -. 

Mr. Ramirez’s indicates virtually the same equity cost estimate of 10.4%. 

negatively biased constant growth DCF equity cost estimate of only 8.8% 

(Surrebuttal Schedule AXR-8) is the result of choosing different ingredients (both 

dividend yields and growth rates) than would be used by the FERC. 

B. Mr. Ramirez Relies on Incorrect Geometric Averaqes to Determine 
Growth Rates. 

Q. AT PAGES 8 AND 9 OF HIS SURREBUTTAL TESTIMONY, MR. RAMIREZ 

PRESENTS AN EXAMPLE TO SUPPORT HIS CHOICE OF GEOMETRIC 

ANNUAL AVERAGES TO DETERMINE FORWARD-LOOKING ESTIMATES OF 

GROWTH IN HIS DCF MODELS. WHAT IS THE RESULT OF THIS CHOICE? 

Geometric annual averages bias downward the equity cost estimates. Mr. 

Ramirez calculates geometric annual averages to determine forward-looking 

estimates of growth from past growth in dividends per share (((DPS”), earnings per 

A. 
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share (“EPS”) (Surrebuttal Schedule AXR-3), and stage 2 growth in his multi- 

stage growth analysis (Surrebuttal Schedule AXR-7). These choices depress his 

DCF equity cost estimates. 

A geometric annual average is the correct method to express what has 

happened in the past It compares the ending value of an asset with the value of 

the asset at the beginning of a period and converts the total return over several 

years into an annual average return. If, however, an investor expects growth and 

variability in growth that occurred in the past to continue into the future, the 

required ROE must be based on the arithmetic annual average. If the ROE is set 

to earn only the geometric average annual growth rate, the expected growth 

cannot be achieved if there is any variability in annual growth. I have prepared 

Rejoinder Tables 8 and 9 to demonstrate that the correct ingredient to use in both 

of the DCF approaches is the arithmetic annual average. ________ 

The geometric annual average is computed by comparing the ending and 

beginning value of an asset. Rebuttal Table 8 shows an obvious problem with 

using this concept to reflect the return investors require in the future. In this table, 

the asset in Mr. Ramirez’s example at page 9 and a lower risk asset have the 

same beginning and ending values and thus each of the assets has the same 

geometric annual average return of 0.0%. But the lower risk asset is far less risky 

than the asset in Mr. Ramirez’s example. Going forward, a risk-averse investor 

would certainly prefer an asset that has a potential return of +25% or -20% far 

more than an asset with a potential annual return of +loo% or -50%. Additionally, 

it should be obvious that an expected (forward-looking) return of only 0.0% is not 

satisfactory for investors holding either risky asset. Not only is there a time value 

of money that demands expected compensation, but also the uncertainty of future 

outcomes indicated by past variability in returns requires compensation. 
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Q. 

A. 

~ 

Something is missing in Mr. Ramirez’s example. 

Rejoinder Table 9 demonstrates that if this past data is to be used to 

estimate future required returns, both the variability in growth as well as the 

difference between beginning and ending values of assets must be recognized. 

HOW IS REJOINDER TABLE 9 DIFFERENT FROM MR. RAMIREZ’S 

EXAMPLE? 

In Mr. Ramirez’s example, he shows that an asset which had past returns of 

+loo% and -50% has a terminal value that is the same as the beginning value. 

Rejoinder Table 9 assumes investors would take that information into account 

when they determined what return they required from such an asset in the future. 

Assuming investors expect either a -50% return or a +loo% return in all future 

years, investors could expect a 25% chance that $10 investment would yield a 

value as high as $40 in two years, a 50% chance it will provide a zero return - - _-- and -_ 

a 25% chance that the $10 investment would be worth only $2.50. Rejoinder 

Table 9 demonstrates these 4 possible expected end-of-period asset values after 

two years. Mr. Ramirez’s example assumes that out of four possible outcomes, 

only one would be expected by investors. Prudent investors would determine the 

expected future value of the asset by taking into account all four of the possible 

outcomes. In contrast to Mr. Ramirez’s incomplete example, the weighted 

average expected ending value of the asset that is relevant to the investor is 

$15.625, nof $10. Thus, the expected annual required return is 25%, not 0%. I1 

this were a utility and a return less than 25% were authorized for the utility, il 

could not expect to achieve the ending value of $15.625 and investors would noi 

pay $10 for the stock at the beginning of the period. 

Rejoinder Table 9 also shows the various expected outcomes for a 

Treasury bond. In this case, however, investors expect the same return year aftet 
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Q. 

A. 

year and the geometric average annual return (6%) is the same as the arithmetic 

average annual return (6%). The only time the two annual average returns are 

the same is when the same exact return is expected every year. Since investors 

will expect there will be year-to-year variation in returns for utility stocks, the 

arithmetic average annual return (the required return) will always be greater than 

the geometric average annual return. 

ARE YOU AWARE OF AUTHORITIES WHO HAVE CONCLUDED ARITHMETIC 

ANNUAL AVERAGES SHOULD BE USED? 

Yes. Professors Brealey and Myers, in the Seventh Edition of their widely-used 

finance textbook, Principles of Corporate Finance (2003), at 156-1 57, and 

lbbotson Associates in the 2005 SBBl Valuafion Edifion Yeahook, at pages 75- 

77, provide further discussion of this issue and present examples similar to the 

example I provide in Rejoinder Table __ 9. I have attached copies of these materials 

as Rejoinder Exhibits TMZ-1 and TMZ-2, respectively. Both indicate Mr. 

Q. 

A. 

Q. 

A. 

Ramirez’s approach is incorrect and will bias the return downward. 

WHAT IS YOUR CONCLUSION ABOUT MR. RAMIREZ’S USE OF 

GEOMETRIC AVERAGE ANNUAL RETURNS TO ESTIMATE HIS DCF EQUITY 

COSTS? 

‘ 

It is one of several ways his choice of “ingredients” depress his equity cost 

estimates. 

C. Bv Ignoring Known Information About Future Growth, Mr. Ramirez 
Has Biased Downward His Multi-Stage DCF Estimate. 

HAS MR. RAMIREZ IGNORED ANY KNOWN INFORMATION THAT 

PRODUCES A BIAS IN HIS MULTI-STAGE DCF EQUITY COST ESTIMATE? 

Yes, he has. In Surrebuttal Schedule AXR-4, Mr. Ramirez provides projected 

intrinsic growth rate estimates for each of the water utilities in his water utilities 
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sample that average 8.8%. Based on his work papers, this is growth that Mr. 

Ramirez has determined is expected to occur for those utilities during the period 

2007 to 2009. But instead of including that information in his multi-stage DCF 

analysis, he assumes average growth will initially be only 3.7%, and after 2008 

will be 6.5%. His projected growth of 8.8% for 2007 to 2009 is totally ignored. 

Obviously, if the projected 8.8% growth had somehow been taken into account, 

his DCF equity cost estimate would be higher because 8.8% is larger than either 

3.7% or 6.5%. 

At page 10 of his surrebuttal, Mr. Ramirez criticizes me for modifying his 

multi-stage DCF analysis to take this known, projected growth into account and 

for assuming such growth would continue for several years past 2009. Mr. 

Ramirez, however, doesn’t take that growth rate into account at all. Had Mr. 

Ramirez assumed such growth would have continued during even the -~ three-year ___ 

period Mr. Ramirez indicates is expected by investors, the multistage DCF equity 

cost would increase from 9.3% to 9.6%. Furthermore, if he had used the correct 

terminal growth rate of 6.8% (again, based on arithmetic average annual growth, 

as discussed above), his multi-stage DCF equity cost estimate would be 9.9%. 

This estimate would be higher if he had used more representative stock prices 

(and thus a dividend yield above 3.0%) to conduct his DCF analysis. The 9.9% 

ROE estimate is just 30 basis points below the FERC 2-step (multi-stage growth) 

equity cost estimate of 10.2% (see Rejoinder Table 4). In this case, it is negative 

bias from three inappropriate choices of “ingredients” (a biased choice of 

representative stock prices, no recognition of higher growth expected during 

2007-2009, and biased terminal growth) that Mr. Ramirez has used to determine 

his equity costs that depress his equity cost estimates. 
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Q. 

A. 

Q. 

A. __ 

D. The Mismatch of Interest Rates Mr. Ramirez Uses to Determine His 
“Current” Market Risk Premium for His CAPM Approach Biases 
Downward H i s  Equitv Cost Estimate. 

AS A PRELIMINARY ISSUE, HAVE BETAS FOR THE WATER UTlLTlES 

CHANGED SINCE MR. RAMIREZ PREPARED H1S TESTIMONY? 

Yes. Value Line updates beta estimates every thirteen weeks. In its most recent 

update, betas for four of the six water utilities in Mr. Ramirez’s sample increased. 

The average beta for the water utilities sample is now .71 instead of .68. This 

update alone increases Mr. Ramirez’s CAPM estimate from 9.2% to 9.5%. Even 

if his DCF estimate of 9.0% is unchanged, based on this new information on 

betas, his overall equity cost estimate for Arizona Water increases from 9.1% to 

9.3%. 

PLEASE EXPLAIN THE MISMATCH ISSUE? 

The CAPM requires a choice of the measure of the “risk free” rate, “Rf.” The 

formula is 

*Equitycost = Rf + beta x [E(Rm) - RfJ 

where the E(Rm) is the expected return for the market portfolio. Mr. Ramirez 

uses the term “Rp” (an abbreviation for “risk premium”) in place of the term 

[E(Rm) - Rfl. Mr. Ramirez states he has used an average of intermediate term 

Treasury rates as his measure of the risk free rate to make his CAPM estimates. 

However, that is not true. 

I examined his work papers and discovered he has indeed used an 

average of intermediate-term Treasury rates to determine his measure of Rf (the 

risk free rate), but has used an estimate of the long-term Treasury rate to 

determine the estimate of the risk premium (Rp). This mismatch is another way 

Mr. Ramirez depresses his cost of equity estimates. If either the long-term 

Treasury rate (4.55%) or the intermediate-term Treasury rate (4.0%) were used to 
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CAPM equity cost would be higher. In Surrebuttal Schedule AXR-8, he reports 

the current risk premium is 7.8% when the long-term Treasury rate is used to 

estimate the risk premium. If the long-term Treasury rate were also the choice for 

risk free rate, the cost of equity estimate would increase from 9.3% to 9.9%, as is 

shown below: 

Equitycost = 4.55% + .68 x 7.82% - 9.9% 

With the updated average beta, the revised equity cost is 10.1%, found as follows: 

10.1%. - Equitycost = 4.55% + .71 x 7.82% - 
Alternatively, if Mr. Ramirez had estimated the current risk premium as the 

difference in expected market returns and the intermediate term Treasury rate of 

4.0%, his equity cost estimate would increase from 9.3% to 9.7% as shown 

below: 

Rp = E(Rm) - Rf = 12.37% - 4.0% = 8.4%, 

and, thus 

Equitycost = 4.0% + .68 x 8.4% = 9.7%. 

With the updated average beta, the revised equity cost is 10.0%, found as follows: 

Equitycost = 4.0% + .71 x 8.4%= 10.0%. 

In short, had Mr. Ramirez used the same Treasury rate to estimate both 

the risk free rate and the risk premium, his current CAPM equity cost estimate 

would increase by either 40 or 60 basis points. In my rebuttal testimony, at pages 

18 - 21 , I have explained why the correct measure of the risk free rate is no less 

than the long-term Treasury rate and thus a correct restatement of the CAPM 

equity cost is no less than 9.9%. This mismatch in Treasury rates creates a very 

serious negative bias in Mr. Ramirez’s current CAPM equity cost estimate. 

DO YOU HAVE ANY OTHER COMMENTS ABOUT THIS CAPM COST OF Q. 
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A. 

~ 

Q. 

A. 

EQUITY ESTIMATE? 

Yes. I pointed out in my rebuttal testimony, at page 25, that this method of 

determining the cost of equity is extremely unstable.' For example, if Mr. 

Ramirez had updated this risk premium estimate with data provided by Value Line 

on May 6,  2005 instead of May 11, 2005, the method Mr. Ramirez relies upon to 

determine the current risk premium would indicate the current market risk 

premium is 8.72%. When Mr. Ramirez prepared his direct testimony in this case, 

this method indicated the current risk premium was 6.47%. By May 6, 2005, the 

current risk premium had increased by 225 basis points and, because the beta 

and Rf had not changed, the indicated cost of equity had increased by 153 basis 

points. Mr. Ramirez, however, has chosen to use data from May 11 instead of 

May 6. But even with that choice, the risk premium has increased by 135 basis 

j o i n t s  and the indicated cost of equity for the water utilities sample has increased 

by 92 basis points. Because the method is so unstable, it allows ACC Staff to 

pick and choose the Value Line data used in the analysis and depress the equity 

cost estimate if it chooses to do so. In this case, by choosing data published on 

May 11 instead of May 6, Mr. Ramirez depresses the cost of equity estimate by 

43 basis points (1 35 - 92). 
WHAT WOULD THE CURRENT CAPM COST OF EQUITY BE IF IT IS BASED 

ON MR. RAMIREZ'S DATA, THE UPDATED AVERAGE BETA AND 

FORECASTED TREASURY BOND RATES? 

It would be 11.3%, found as follows: 

Equity Cost = 5.73% -I. .71 x 7.82% = 11.0% 

Moreover, the cost of equity estimate would be 11.9% if Mr. Ramirez had relied 

' I offered an alternative a proach based on various DCF studies of the Value 
Line Industrial Composite w R ich provides a more stable estimation approach. 
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Q. 

A. 

_ _  

Q. 

A. 

upon data Value Line published May 6'h to determine his risk premium (5.73% + 

.71 ~8.72%). 

DO YOU HAVE ANY OTHER COMMENTS ABOUT STAFF'S CURRENT CAPM 

COST OF EQUITY ESTIMATE? 

Yes. At page 7 of his surrebuttal testimony, Mr. Ramirez challenges my 

comparison of Staffs estimate of a 9.2% ROE in Arizona-American Water 

Company's last rate case, Docket No. WS-01303A-02-0867 et a/., when the Staff 

measure of the risk free rate was only 3.3%, with Staffs current estimates of the 

cost of equity by saying the estimate in the Arizona-American Water case was 

"mainly influenced by a current market risk premium of 13.1%." He does not, 

however, explain why the 13.1% market risk premium was less valid for setting 

rates than was the 7.6% updated market risk premium that pushed Staffs 

updated CAPM estimate downward by 60 basis points less than two months later. 

In that case (and in Arizona Water's prior rate case for its Eastern Group), Staff 

used the same method to determine the "current" market risk premium. In this 

proceeding, Staffs "current" market risk premium has ranged from 6.47% to 

8.72% and may be higher by the time this case goes to hearing. 

USING MR. RAMIREZ'S TWO CAPM METHODS, THE UPDATED BETA OF 

.71, THE LONG-HORIZON MARKET RISK PREMIUM OF 7.2% AND HIS 

CURRENT LONG-TERM TREASURY BOND RATE OF 4.55%' WHAT IS THE 

RESULTING AVERAGE CAPM EQUITY COST ESTIMATE? 

Mr. Ramirez's CAPM cost estimate is 9.9%, 70 basis points higher than he 

reports: 

CAPM Historic Market Risk Premium 

CAPM Current Market Risk Premium 

9.7% 

10.1% 

Average - 9.9% 
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The average would increase to 1 1.1 % if conceptually appropriate forecasts of 

interest rates were used in the analysis. 

E. Mr. Ramirez Has Ignored Known Empirical Studies of the CAPM and 
Used a Measure of the Risk Free Rate That Is Too Low. 

IN THE PRIOR SECTION OF YOUR REJOINDER TESTIMONY YOU MADE MR. 

RAMIREZ’S CAPM ESTIMATES INTERNALLY CONSISTENT BY USING 

LONG-TERM TREASURY RATES TO ESTIMATE BOTH THE Rf AND Rp. IS 

THERE EMPIRICAL SUPPORT FOR USING LONG-TERM TREASURY RATES 

IN THE CAPM? 

Yes, there is. Years before Mr. Ramirez graduated from business school, there 

were numerous studies that showed the required return for the “zero-beta” asset 

(the risk free rate) was not less than the rate on long-term Treasury bonds. For 

example, Professor Sharpe, one of the scholars who developed the CAPM, 

reported that the return for the zero beta asset was significantly higher than 

average returns for short-term, intermediate-term and ’ long-term Treasury 

securities (William Sharpe, Investments, (3rd ed. 1985) at page 401). Other 

studies have similarly indicated that the returns predicted by the standard CAPM 

for low beta stocks, like the sample water utilities, are too low relative to required 

returns for average risk stocks? 

By choosing intermediate term Treasury securities for his CAPM analysis, 

Mr. Ramirez has ignored empirical studies of CAPM. He apparently adopted an 

approach used by Mr. Thornton, a former employee of the ACC Staff, who also 

ignored those empirical studies in testimony he presented in various states. Mr. 

* A summary of these empirical studies and the shortcomings of the CAPM is 
found in Eugene F. Fama and Kenneth R. French, “The Capital Asset Pricing 
Model: The0 and Evidence,” Journal of Economic Pers ecfives, 182 (Summer 

invalidate its use in most applications. 
2004), page Y 5 - 46. The authors conclude that the CA rp M’s empirical problems 
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Q. 

A. 

Ramirez has apparently chosen not to recognize this deficiency in Mr. Thornton’s 

approach and thus continues to use “ingredients” that depress the ACC Staff 

equity cost estimates. 

AT PAGE 11, MR. RAMIREZ SAYS THE CAPM IS A HOLDING PERIOD 

MODEL THAT JUSTIFIES NOT USING LONG-TERM TREASURY SECURITIES 

IN THE ANALYSIS. DO YOU HAVE A RESPONSE? 

Yes, I have two responses, First, as pointed out above, Mr. Ramirez did use 

long-term Treasury securities in its CAPM analysis. Either this choice was made 

because Staff believed it was appropriate to do so or it was done to depress its 

equity cost estimates. Second, as I explained in my rebuttal testimony at pages 

21-22, the horizon of the chosen security should match the horizon of what is 

being valued, not the investor‘s holding period. I provided a quotation from 

lbbotson Associates 2005 Valuation Edition Yearbook supporting this point. If 

investors are interested in a return for a 5-10 year period, they will be concerned 

about the value of the assef at the end of the period when they expect to sell it. 

And, that value for a common stock will unavoidably depend on the present value 

of expected future earnings of the company at the end of that holding period. If 

investors have 5-10 year holding periods, it does not change the fact that the 

expected value of the stock at the end of the period will be a major factor 

Q. 

A. 

determining the expected holding period return. 

WHEN THE COMMISSION CONSIDERS THE ACC STAFF’S CAPM 

ESTIMATES WHAT SHOULD IT DO? 

1 recommend that the CAPM not be used. Instead, I recommend the Commission 

base its risk premium equity cost estimate on a method that estimates the risk 

premium directly. The CAPM estimates the risk premium indirectly and requires 

numerous assumptions to implement. But if the CAPM is to be used, the 
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Commission should first make the CAPM estimates internally consistent by using 
I 
I 

I 

I 

the same value for the risk free rate for Rf and the market risk premium (Rp). 

Second, given the known empirical evidence, it should determine those CAPM 

estimates with the long-term Treasury rate. Third, as I have explained in both my 

direct and rebuttal testimony, it should use forecasts of long-term Treasury rates 

for the period in which new rates for Arizona Water will be in place, not stale 

information on interest rates in February, April or May 2005. 

F. Mr. Ramirez Is Unwilling To Adopt Unbiased Measures Of Interest 
Rates Expected When New Rates Will Be In Effect For Arizona. 

Q. PLEASE CONTINUE WITH YOUR LAST POINT. WHY IS IT IMPORTANT TO 

ADOPT FORECASTED INTEREST RATES? 

It is important because future rates for Arizona Water should be based on its cost 

of capital when new rates are in place, not interest rates that existed many 

months before those rates will be set. This is especially important when interest 

rates are expected to increase. 

AT PAGE 12, MR. RAMIREZ OFFERS AN EXAMPLE HE CLAIMS SUPPORTS 

THE REJECTION OF INTEREST RATE FORECASTS. DO YOU HAVE A 

RESPONSE? 

Yes. Mr. Ramirez compares Blue Chip interest rate forecasts made in June 2002 

with an average of actual interest rates for 2003 and 2004 and found the 

forecasts were higher than the rates that actually occurred. That was just one 

forecast made in 2002. However, he fails to point out that the ACC Staff in 2003 

provided evidence that shows if forecasts for a number of years are considered, 

the average of the forecasts is not biased. At page 49 of his direct testimony, 

dated September 5, 2003, filed in Arizona-American Water Company's recent rate 

case, in Docket No. WS-Ol303A-02-0867, ef al., Staff witness Joel Reiker 

A. 

' 

Q. 

A. 
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presented Chart 4 that compared Blue Chip Financial Forecasts consensus 

forecasts of Aaa corporate bond rates to actual rates for the period 1999 to 2003. 

The data underlying the chart are provided below: 

- Year Proiected Rate Actual Rate Difference 
1999 6.9% 7.05% -0.1 5% 
2000 6.8% 7.62% -0.82% 
2001 6.6% 7.08% -0.48% 
2002 6.6% 6.49% 0.1 1% 
2003 6.6% ,5.94% 0.66% 

I 
These data show that in three years the projected Blue Chip interest rates were 

lower than actual rates and in the other two years projected rates were higher 

than subsequently occurred. This earlier ACC Staff study found that when five 

years of forecasts are considered (instead of just one period examined by Mr. 

Ramirez), on average the Blue Chip projections of future rates were slightly below 

the rates that actually occurred. This evidence provides strong support for the 

, and certainly not working against tfE 

interests of ratepayers. * 

But Mr. Ramirez’s focus on the fact that it is difficult to forecast interest 

rates (which I do not dispute) ignores the real issue. That issue is what is the best 

available evidence to forecast what interest rates will be when new rates are in 

effect for Arizona Water. Is it a forecast of the future interest rate expected when 

new rates are established or is it stale interest rates that exist many months 

before the new rates go into effect? The California PUC has determined it is the 

former and uses interest rate forecasts to determine costs of equity for periods 

when new rates will be in place. I agree that interest rate forecasts provide the 

best evidence about what those future interest rates will be. This is especially 

true in a period following the lowest interest rates since 1963. Relying on “actual” 

I 
market interest rates in early 2005 does not solve the problem of uncertainty I 

FENNEMORE CRAIG 
PROFESSIONAL CORPORATION 

PXOEXIX 

,I 
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Q. 

A. 

Q. 

A. 

about what the interest rates will be in 2006 and later, when Arizona Water’s new 

rates will be in effect. When interest rates are generally expected to increase, the 

Staff approach depresses the cost of equity estimates. 

G. Mr. Ramirez Is Unwilling To Acknowledge That Arizona Water Is More 
Risky Than His Sample Of Water Utilities. 

DO YOU HAVE A RESPONSE TO MR. RAMIREZ’S TESTIMONY STARTING 

AT PAGE 13 REGARDING ARIZONA’S ABOVE AVERAGE RISKS? 

Yes. Mr. Ramirez relies solely on beta risk as his measure of risk. He is unwilling 

to consider two factors. One is that it is far more likely that the “unique” risks he 

assumes are “non-market risks” could increase the unknown beta risk for Arizona 

Water than that they can simply be diversified away. The other is that a number 

of studies show beta risk is not the only risk that is priced by investors and thus 

there are “systematic risks’’ other than beta that are important to investors. I have 

already addressed these issue at page 25 of my rebuttal testimony and do not 

repeat that testimony again. 

STARTING AT PAGE 19, MR. RAMIREZ OFFERS A NUMBER OF POINTS HE 

CONTENDS SHOWS THE ISSUE OF ARIZONA WATER’S SERIES K BONDS 

DO NOT SUPPORT THE NEED FOR A RISK PREMIUM OF AT LEAST 37 TO 

49 BASIS POINTS. DO YOU HAVE A RESPONSE? 

Yes. First, it is important to note that Mr. Ramirez is no longer recommending a 

negative risk premium for Arizona Water. He now recommends Arizona Water 

be authorized the same ROE as the water utilities sample he uses to determine 

equity costs. But undoubtedly Arizona water is more risky, and the 37 to 49 basis 

point risk premium required to place its series K bonds shows it also requires at 

least a 37 to 49 basis point risk premium for common equity. Mr. Ramirez offers 

two incorrect reasons the risk premium revealed by the bond issue should be 
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A. 

ignored. 

WHAT IS THE FIRST CONTENTION? 

Mr. Ramirez contends that because corporate bonds contain some default risk- 

and the default risk can be diversified away-the risk premium revealed by the 

bonds is not relevant. That‘s nonsense. A study I presented to this Commission 

in Arizona Water‘s 2002 rate case w-1445A-02-0619) shows that rates on 

corporate bonds with default risk provide a better explanation of the equity costs 

of a wide cross section of utility common stocks than do Treasury rates which 

have no default risk. Even if (as Mr. Ramirez speculates) there are differences in 

default risk for the various utilities, the corporate bonds still provide the better 

explanation of the cost of equity. The results of my study are shown in Rejoinder 

Table 10. I found that for both the period 1982 to 2002 and the period 1999 to 

2002, Baa corporate bond rates provide a better explanation of equity costs than 

do 10-year Treasury rates. The higher R’s indicate the corporate bonds provide 

the better explanation. In the more recent four-year period, the relative 

performance of Baa rates compared to 10-year Treasury securities was much 

stronger. 

significant explanations of the cost of equity, Baa rates are clearly preferred. 

Though both measures of interest rates still provided statistically 

Mr. Ramirez makes an interesting point about default risk, but the results in 

Rejoinder Table 10 show that even though that default risk is present, equity costs 

are expected to increase when bond rates increase. The result in Rejoinder 

Table 10 as well as common sense tell us that, contrary to Mr. Ramirez 

speculation at page 19, a comparison of bond rates and equity costs is 

meaningful and thus higher bond rates indicate higher costs of equity. Arizona 

Water has a higher cost of bonds than do the utilities in the benchmark sample 

and thus it requires an equity risk premium of at least 37 to 49 basis points. 
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A. 

~ 

Q. 

A. 

WHAT IS MR. RAMJREZ SECOND CONTENTION? 

Mr. Ramirez second contention is that the higher cost of bonds is the result of 

“liquidity risk” that results from a private placement of bonds. The quotation Mr. 

Ramirez presents at page 20 of his testimony implies the higher cost of the 

private placement is partly the result of Arizona Water passing along part of the 

cost-savings from a private issue to the institution that bought the bonds. This 

statement applies to utilities that are large enough to have a choice of going 

public with bond issues or making private placements. I doubt Arizona Water 

could make a public bond issue offering. But even if it could, Mr. Ramirez offers 

no evidence that the interest rate required by investors in such a bond issue 

would be any less than Arizona Water obtained with the series K bond placement. 

Realizing the cost of such a hypothetical public bond issue would be higher than 

the cost of the series K bonds, it is clear that the quotation about “liquidity risk” 

does not apply. With either the series K bonds or the hypothetical bond issue, 

Arizona Water was unable (or would be unable) to issue bonds at a rate as low as 

A-rated utilities or AA-rated utilities. 

AT PAGE 18, MR. RAMI EZ ALSO CONTENDS YOU HAVE NOT 

ACCOUNTED FOR m R  FINANCIAL RISK OF ARIZONA WATER. DO 

YOU HAVE A RESPONSE? 

L O  LU & 
A 

Yes, I have three responses. First, Mr. Ramirez has wisely removed his negative 

risk adjustment for Arizona Water that he initially based on a consideration of 

financial risk. As a result, the leverage adjustment is no longer an issue. 

Second, it is nonsense to suggest there should be a negative ROE 

adjustment for leverage when a utility is unable to issue bonds at a cost as low as 

the benchmark sample utilities. Clearly, Arizona Water has more business risk 

than the sample and that business risk overwhelms any benefit from lower 
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IV. 
Q. 

A. 

leverage. 

Third, any such adjustment must be based on the ma 

and debt, not book values of equity and debt. Staff 

leverage adjustment on book values. Also, a correct analysis would have to 

recognize that the market value of equity for a privately-held utility is lower than 

the market value of equity for that same utility if it were publicly traded. 

Professional appraisers routinely value minority interests in privately held firms by 

reducing the value of the firm by a factor that accounts for a “lack of 

marketability.” One appraisal 1 reviewed made such an adjustment by noting 

sales of equity of privateiy-held companies were in the range of 26% to 36% less 

than the values of common equity of those companies at the time of subsequent 

initial pubic offerings. Mr. Ramirez does not know what the common stock for 

Arizona Water would sell for if it were publicly traded. But whatever that price 

would be, the value of the equity would also need to be reduced by 26% to 35% 

to account for a lack of marketability. Contrary to Staffs incomplete approach, an 

appropriate specification of the market value of Arizona Water‘s capital structure 

components may well indicate the need for a positive risk premium once 

discounts for a lack-of-marketability were recognized. 

RESPONSE TO MR. RIGSBY 

AT PAGE 30, MR. RIGSBY CLAIMS THAT BECAUSE ARIZONA WATER WAS 

ABLE TO ISSUE THE SERIES K BONDS THERE IS NO NEED TO PROVIDE A 

RISK PREMIUM OF AT LEAST 37 TO 49 BASIS POINTS. DO YOU HAVE A 

RESPONSE? 

Yes. Mr. Rigsby is ignoring the real issue. The issue is not that Arizona Water 

was ultimately able to place the bonds. The issue is that even after many months 

of seeking a buyer, the best interest rate the Company was able to get was 37 to 

-28- 



5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

1’5 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FENNEMORE CRAIG 
PROFESSIONAL CORPORArlON 

PHOENIX 
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A. 

49 basis points higher than the rates utilities in the water utilities sample could 

obtain. This is a known fact, which indicates Arizona Water requires a positive 

equity cost risk premium of at least 37 to 49 basis points above the cost of equity 

for the benchmark sample. 

DO YOU HAVE A RESPONSE TO MR. RIGSBY’S COMMENTS ABOUT YOUR 

RESTATEMENT OF HIS DCF ESTIMATES? 

Yes. I replaced his personal opinion about future share growth (“s”) with data he 

reported for past and future expected growth in shares (reported in Schedule 

WAR-5) and revised his estimate of “vs” growth. I also restated his “br“ growth 

estimates with the FERC method to recognize that Value Line reports ROES 

based on year-end equity. With this revision in lLvs’’ growth and small revision in 

“br” growth, his DCF equity cost increased to 10.9%. At page 31, Mr. Rigsby 

dismisses my restatement of his estimates of ‘ W  growth and “br” growth rates by 

comparing the growth rates he relied upon to analysts’ forecasts of growth. He 

says this check on his estimate of growth shows no increase in the estimate of 

sustainable growth is merited. Rejoinder Table 1 shows the current average of 

analysts’ forecasts for the three water utilities in his sample is 7.6%. The average 

of dividend yields reported by Mr. Rigsby for his sample is 2.94% (Rigsby 

Schedule W4R-3).3 Combining Mr. Rigsby’s average dividend yield with the 

average of analysts’ forecasts of growth indicates a cost of equity of 10.54%, 110 

basis points above his recommended ROE of 9.44% and just above the range of 

updated equity costs of 10.2% to 10.4% made with the FERC l-Step and 2-Step 

models. Using analysts’ forecasts of growth for his sample to determine the DCF 

cost of equity estimate produces an estimate that is only 36 basis points less than 

Recent prices for his water utilities sample are comparable to prices he relied 
upon. 
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A. 

Q. 

I reported in my Rebuttal Table 16. A reasonable cost of equity estimate for his 

sample based on his DCF model is no less than 10.5%. 

AT PAGE 32, MR. RIGSBY STATES THAT A STUDY HE MADE SHOWS 

MARKET-TO-BOOK RATIOS ARE MOVING TOWARD 1.0 AND THUS HIS 

ADJUSTMENT TO vs GROWTH IS MERITED. IS HE CORRECT? 

No, he is not. I have attached as Rejoinder Exhibit TMZ-3 a chart that shows an 

average of market-to-book ratios for his sample utilities for the period 1991 to 

2004. It clearly shows market-to-book ratios are not moving back toward 1.0. I 

reviewed Mr. Rigsby's work papers supporting his Attachment E and found he 

had not properly recognized stock splits in his study. This error led to the error in 

his Attachment E chart. 

DO YOU HAVE A RESPONSE TO HIS COMMENTS ABOUT YOUR 

RESTATEMENT OF HIS CAPM EQUITY COST ESTIMATE? 

Yes. I explained above why arithmetic average annual returns are required to 

make correct equity cost estimates, and have attached as Rejoinder Exhibits 

TMZ-1 and TMZ-2 excerpts from two texts supporting the use of arithmetic 

average annual returns. In his direct testimony, Mr. Rigsby correctly says he 

believes "that the consensus among financial analysts appears to be that the 

arithmetic mean is the better of the two [geometric and arithmetic] averages." 

(Rigsby Dt. at page 26.) At page 33 of his surrebuttal testimony, Mr. Rigsby notes 

the CAPM cost of equity based on a 4.52% long-term Treasury bond rate is 

10.3% based on the arithmetic mean. His estimate is slightly below the updated 

A. 

cost of equity range I made in Rejoinder Table 6 of 10.4% to 10.6% with the 

California ORA Staff risk premium model. 

Q. DOES MR. RIGSBY ARGUE IN FAVOR OF RATES FOR LONG-TERM 

TREASURY BONDS AS THE MEASURE OF THE R1SK FREE RATE? 
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A. 

Q. 

A. 

No, he does not. He continues to argue in favor of 91-day Treasury rates as the 

appropriate measure of the risk free rate, even though there is substantial 

evidence it is not. The use of a 91-day Treasury rate in the CAPM creates a 

severe downward bias in the model. 1 addressed this issue on pages 39-40 of my 

rebuttal testimony and do not again restate the reasons short-term rates should 

not be used. 

DO YOU HAVE OTHER INFORMATION THAT PUTS YOUR RESTATEMENTS 

OF MR. RIGSBY’S EQUITY COST ESTIMATES IN PERSPECTIVE? 

Yes, I do. In the April 29, 2005 reports for the water utilities in Mr. Rigsby’s 

sample, Value Line projects American State Water will earn 12.0%, Aqua 

American will earn 13.0%, and California Water Service will earn 11 .O% during 

2008-2010, an average ROE of 12.0%. Copies of Value Line’s April 29, 2005 

reports for the Water Utility Industry are attached as Rejoinder Exhibit TMZ-4. 

Q. 

A. 

Q. 

A. 

These expected returns indicate an equity return as low as 11.25% requested by 

Arizona Water is conservative because it is for a utility more risky than Mr. 

Rigsby’s sample utilities. 

HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR UPDATED 

ESTIMATES OF EQUITY COSTS AND RESTATEMENTS EQUITY COSTS 

PRESENTED BY NIR. RIGSBY AND MR. RAMIREZ? 

Yes, it is Rejoinder Table 11. 

DOES THIS COMPLETE YOUR PREFILED REJOINDER TESTIMONY? 

Yes. 
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Arizona Water Company 

Rejoinder Table 1 

Analysts' Forecasts of Future Earnings Growth for the Water Utilities Sample 

Thomson 
First 

Zacks-"/ Call"' 

1 American States Water Co. - 3.00% 
2 Aqua America Inc. 9.30% 10.50% 
3 California Water Service Group 7.70% 6.50% 
4 Connecticut Water Service - - 
5 Middlesex Water Company 6.00% 6.00% 
6 SJWCorp. 

Overall average-d': 

Average of estimates for American States, Aqua America 
and California Water Service 

Sources and Notes: 
a/ 
b/ 
c/ 
d/ 

Reported on the Internet 05/05/05 
Standard and Poor's Eanrning Guide May 2005. 
Value Line reported April 29, 2005. 
Average of all reported estimates. 

6/2/2005 

Arizona Water Company 
6/2/2005 

Value 
S&P-b/ Line-& Average 

3.00% 8.00% 4.7% 
10.00% 9.00% 9.7% 
7.00% 9.50% 7.7% - - 7.3% 
6.00% - 6.0% 

7.3% 

7.3% 

7.6% 



Arizona Water Company 

Rejoinder Table 2 

Estimates of Sustainable Growth for the Water Utilities Sample 

Estimated 
Retention Future 

Ratios ROE 

American States Water Co. 0.54 12.0% 
Aqua America Inc. 0.46 13.0% 
California Water Service Group 0.42 11 .O% 
Connecticut Water Serviced' 
Middlesex Water Companyd' 
SJW C ~ r p . - ~  

Average 

Sources and Notes: 

Forecast 
of b r w  
Growth 

6.7% 
6.1% 
4.8% 

Average 

Growtkd Growth 
sv Sustainable 

1.6% 8.3% 
1.6% 7.7% 
3.2% 7.9% 

8.0% 
8.0% 
8.0% 

8.0% 

- a /  FERC method: br growth based on Value Line forecasts of DPS, EPS and ROE for 

- bl FERC method: br growth adjusted for year-end ROE forecast by Value Line. 
- d Estimated sv growth derived from Value Line's forecasts of growth in shares from 2002 to 2009 

- d/ Growth estimates are average for other water utilities. 

the period 2008-2010 published April 29,2005. 

and current market-to-book ratio. 

6/2/2005 
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Arizona Water Company 

Rejoinder Table 5 

Forecasts of Treasury Securities Rates for 2006 

1 0-Year Treasury Notes 
DRI-~/ 
Blue Chip Consensus Forecasts-b’ 
Value Line-‘ 

5.51 Oh 
5.50% 
4.80% 

Average 5.27% 

Long-term Treasury Bonds 
DRP 5.89% 

Value Line-‘ 5.30% 
Blue Chip Consensus Forecasts-” 6.00% 

Average 5.73% 

Sources and Notes: 

a/ DRI forecast of interest rates reported for April 2005. 
b/ Blue Chip long-term consensus forecasts, December 2004. 
c/ Value Line Quarterly forecast, May 27, 2005. 

6/2/05 



1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 
2004 

Year Return Average Yearly Yields Risk Premium 
on 30-Year IO-Year 30-Year 1 0-Year 

T-Bond T-Bond T-Bond T-Bond a/ Equity - 
YO % % % % > 

Arizona Water Company 

Rejoinder Table 6 
Update of Risk Premium Approach Used by CPUC Staff 

11.20 
12.02 
11.82 
10.90 
10.59 
9.88 
10.37 
10.63 
9.53 
9.98 

6.88 
6.70 
6.61 
5.58 
5.87 
5.94 
5.49 
5.42 
5.05 
5.12 

6.57 
6.44 
6.35’ 
5.26 
5.65 
6.03 
5.02 
4.61 
4.01 
4.27 

10-Year Average Premium 
5-Year Average Premium 

Forecasted Interest Rates for 2006”’ 

Projected Cost of Equity 
1 0-Year Average 
5-Year Average 
Average 

4.32 
5.32 
5.21 
5.32 
4.73 
3.94 

5.21 
4.48 
4.86 

4.88 

4.63 
5.58 
5.47 
5.64 
4.94 
3.85 
5.35 
6.02 
5.52 
5.71 

4.83 5.27 
4.68 5.29 

5.73 5.27 

10.6 10.5 
10.4 10.6 

10.5 

Sources and Notes: 
a/ California PUC Office of Ratepayer Advocate Staff uses earned ROES for 

the water utilites as its proxies for the costs of equity. 
b/ California PUC ORA Staff uses forecasts of interest rates to determine 

costs of equity when new rates will be in effect. interest rate forecasts 
are reported in Rejoinder Table 5. 

6/2/2005 

10.5% 



Arizona Water Company 

Rejoinder Table 7 

Risk Premium Equity Cost Analysis 
Authorized ROES Adopted as Equity Cost Proxies 

1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 

Authorized Annual Averaqes 
Returns on 30-Year 1 0-Year 
Equity-=’ Treasury-trreasury-b’ 

12.13% 
12.13% 
11.51% 
11.58% 
11.18% 
11.06% 
11.12% 
11.12% 
10.86% 
10.62% 

6.60% 
7.35% 
6.88% 
6.70% 
6.60% 
5.58% 
5.87% 
5.94% 
5.49% 
5.41 % 

5.87% 
7.09% 
6.57% 
6.44% 
6.35% 
5.26% 
5.65% 
6.03% 
5.02% 
4.61 O h  

IO-Year Average Premium 
5-year Average Premium 

Forecasted Interest Rates for 2005-2006“’ 

Projected Returns on Equity 
1 0-Year Average 
5-Year Average 
Average 

Sources and Notes: 

Risk Premiums 
30-Year 1 0-Year 
Treasury Treasury 

5.53% 
4.78% 
4.63% 
4.88% 
4.58% 
5.48% 
5.25% 
5.18% 
5.37% 
5.21 % 

6.26% 
5.04% 
4.94% 
5.14% 
4.83% 
5.80% 
5.47% 
5.09% 
5.84% 
6.01 Yo 

5.09% 5.44% 
5.30% 5.64% 

5.73% 5.27% 

10.8% 10.7% 
11 .O% 10.9% 

10.9% 

- a/ CA Turner Utility Reports, issues for December for various years. 
- b/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004. 
- c/ Source is w. 
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Arizona Water Company 

Rejoinder Table 10 

Regression Results-a/ and the Ability of Baa Rates 
and 10 Year Treasury Rates to Explain Equity Costs 

Baa rates exdainina eauitv costs 

1999 to 2002 0.062 ' 0.614 
(0.2258)-b/ 

1982 to 2002 0.074 0.492 
(O.O098)-b/ 

1 Ovr Treasurv Rates exdainincl ecluitv costs 

1999 to 2002 0.096 0.279 
(0.1552)-b' 

1982 to 2002 0.080 0.553 
(0 .o I 2 1 kb/ 

35 18.3% 

464 84.5% 

35 8.9% 

82.0% 464 

Sources and Notes: 
a/ Equity cost data is updated data for sample adopted in Table 23. 

b/ Standard error of slope coefficients in parentheses. All slope 
Interest rates reported by the Federal Reserve. 

estimates statistically different from zero at .05 level. 
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Arizona Water Company 

Rejoiner Table 11 

Summary of Rejoinder Equity Cost Estimates for Water 
Utilities Sample and Arizona Water Company 

UDdates of Zem Eauitv Cost Estimates 
FERC 1-SteD 
FERC 2-Step 
California RP Anaysis 
Modified CPUC Analysis 

Eauitv Costs Determined in Rebuttal Testimony 
Average of Currently Authorized ROEs 
Average of ROEs Earned in 2004 
Equity Cost based on Average Risk Premium 
Determined by ACC Prior to 2001 

0 Based on Forecasted Rates 
0 Based on Rates in March 2005 

FERC 1-Step w/ Mr. Ramirez's data 
FERC 2-Step w/ Mr. Ramirez's data 

Average of Mr. Ramirez's Equity Cost Estimates 
Restated in Rebuttal Table 12 

Average of Mr. Ramirez's Equity Cost Estimates 
but with Methods used by the CPUC Staff 

Restatement of Mr. Rigsby's Equity Cost Estimates 
0 DCF 
0 CAPM 

Eauitv Costs Determined in Reioinder Testimony 
Response to Mr. Ramirez 

0 

0 

Constant Growth DCF with Mr. Ramirez's Projections 
of DPS, EPS and Intrinsic Growth 
Mr. Ramirez's Multi-stage growth with Intrinsic growth 
included in his analysis for 2007-2009 and corrected 
terminal growth rate 
Updated CAPM with the same measure of Rf used to 
determine Rp and Rf 

Mr. Rigsby's DCF analysis but using analysts' 
forecasts of growth instead of br+sv growth 
Mr. Rigsby's CAPM based on current long-term 
Treasury rate of 4.52% 
Average ROE Projected for Mr. Rigsby's Water Utilities 
Sample by Value Line for 2008-2010 

0 

Response to Mr. Rigsby 
0 

0 

0 

Water 
Utilites 
Sample 

10.4% 
10.2% 
10.5% 
10.9% 

10.4% 
10.0% 

10.7% 
10.0% 

11.5% 
1 1.2% 

10.6% 

10.5% 

10.9% 
11 .O% 

10.5% 

9.9% 

10.1% 

10.5% 

10.3% 

12.0% 

Indicated Cost 
of Equity for 

Arizona 
Water 

10.9% 
10.7% 
11.0% 
11.4% 

10.9% 
10.5% 

1 1.2% 
10.5% 

12.0% 
11.7% 

11.1% 

11 .O% 

11.4% 
11 5% 

1 1 .O% 

10.4% 

10.4% 

11.0% 

10.8% 

12.5% 

6/8/2005 
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much that averages taken over short periods are meaningless. Our only hoF of gain- 
ing insights from historical rates of return is to look at a very long period. 

Arithmetic Averages and Compound Annual Returns 
Notice that the average returns shown in Table 7.1 are arithmetic averages. In 
other words, Ibbotson Associates simply added the 75 annual returns and di- 
vided by 75. The arithmetic average is higher than the compound annual return 
over the period. The 75-year compound annual return for the S&P index was 
11.0 percent! 

The proper uses of arithmetic and compound rates of return frompast investments 
are often misunderstood. Therefore, we call a brief time-out for a clitrifying example. 

Suppose that the price of Big Oil's common stock is $100. There is an equal 
chance that at the end of the year the stock will be worth $90, $110, or $130. mere- 
fore, the return could be -10 percent, +10 percent, or +30 percent (we assume 
that Big Oil does not pay a dividend). The expecfed return is %(-lo +10 +30) 
= +10 percent. 

If we run the process in reverse and discount the expected cash flow by the ex- 
pected rate of return, we obtain the value of Big Oil's stock 

- $100 pv=-- 110 
1.10 

The expected return of 10 percent is therefore the correct rate at which to discount 
the expected cash flow from Big Oil's stock. It is also the opportunity cost of capi- 
tal for investments that have the same degree of risk as Big Oil. 

Now suppose that we observe the returns on Big Oil stock over a large number 
of years. If the odds are unchanged, the return will be - 10 percent in a third of the 
years, +10 percent in a further third, and +30 percent in the remaining years. The 
arithmetic average of these yearly returns is 

-10 + 10 + 30 
3 

= +lo% 

Thus the arithmetic average of the returns correctly measures the opportunity cost 
of capital for investments of similar risk to Big Oil stock. 

The average compound annual return on Big Oil stock would be 

(.9 X1.1 X 1.3)'b - 1 = .088, or 8.8%, 

3We cannot be sure that this period is truly representative and that the average is not distorted by a few 
unusually high or low returns. The reliability of an estimate of the average is usually meyured by its 
standard error. For example, the standard error of our estimate of the average risk premiuh;on common 
stocks is 2.3 percent. There is a 95 percent chance that the true average is within plus or minus 2 stan- 
dard errors of the 9.1 percent estimate. In other words, if you said that the true average was between 
4.5 and 13.7 percent, you would have a 95 percent chance of being right. (Technical mtp. The standard 
error of the average is equal to the standard deviation divided by the square root of the number of ob- 
servations. In our case the standard deviation is 20.2 percent, and therefore the standard error is 

'%is was calculated from (1 f r)75 = 2,586.5, which implies r = -11. Technical note: For lognormally dis- 
tributed returns the annual compound return is equal to the arithmetic average return rninus half the 
variance. For example, the annual standard deviation of returns on the U.S. market was about .20, or 20 
percent. Variance was therefore .202, or .a. The compound annual return is .04/2 = -02, or 2 percent- 
age points less than the arithmetic averap;e. 

2 0 . 2 / f i  = 23.) 
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c#aplzR 7 Introdu&ion to Rkk, Return,  and the Opportunity Cost of Capital 

less than the opportunity cost of capital. Investors would not be willing to invest in 
a project that offered an 8.8 percent expected return if they could get an expected 
return of 10 percent in the capital markets. The net present value of such a project 
would be 

108.8 
1.1 

NPv=-100+-- - -1.1 

MuraZ: If the cost of capital is estimated from historical returns or risk premiums, 
use arithmetic averages, not compound annual rates of return. 

Using Historical Evidence to Evaluate Today's Cost of Capital 
Suppose there is anfnvestment project which you knozu-don't ask how-ha the 
same risk as Standard and Poor's Composite Index. We will say that it has the Same 
degree of risk as the market portfolio, although this is speaking somewhat loosely, 
because the index does not include all risky securities. What'rate should you use 
to discount this project's forecasted cash flows? 

Clearly you should use the currently expected rate of return on the market port- 
folio; that is the return investors would forgo by investing in the proposed project. 
Let us call this market return r,. One way to estimate r,,, is to assume that the fu- 
ture will be like the past and that today's investors expect to receive the same 
"normal" rates of return revealed by the averages shown in Table 7.1. In this case, 
you would set r,,, at 13 percent, the average of past market returns. 

Unfortunately, this is nut the way to do it; r,  is not likely to be stable over time. 
Remember that it is the sum of the risk-free interest rate rfand a premium for risk. 
We know that rfvaries. For example, in 1981 the interest rate on Treasury bills was 
about 15 percent. It is difficult to believe that investors in that year were content to 
hold common stocks offering an expected return of only 13 percent. 

If you need to estimate the return that investors expect to receive, a more sensi- 
ble procedure is to take the interest rate on Treasury bills and add 9.1 percent, the 
average risk premium shown in Table 7.1. For example, as we write t h i s  in mid-2001 
the interest rate on Treasury bills is about 3.5 percent. Adding on the average risk 
premium, therefore, gives 

rm(2001) = rf(2001) + normal risk premium 
= .035 + .091 = -126, or about 12.5% 

The cruaal assumption here is that there is a normal, stable risk premium on the 
market portfolio, so that the expectedfutGre risk premium can be measured by the 
average past risk premium. 

Even with 75 years of data, we can't estimate the market risk premium exactly; 
nor can we be sure that investors today are demanding the same reward for risk 
that they were 60 or 70 years ago. All this leaves plenty of room for argument about 
what the risk premium r'ealZy is? 

Many financial managers and economists believe that long-run historical re- 
turns are the best measure available. Others have a gut instinct that investors 

~ 

'Some of the disagreements simply reflect the fact that the risk premium is sometimes defined in dif- 
ferent ways. Some measure the average difference between stock returns and the returns (or yields) on 
long-term bonds. Others measure the difference between the compound rate of growth on stocks and 
the interest rate. As we explained above, this is not an appropriate measure of the cost of capital. 
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I For example, if bond yields rise unexpectedly, investors can receive a higher coupon payment from a 
newly issued bond than from the purchase of an outstanding bond with the former lower-coupon 
payment. The outstanding lower-coupon bond will thus fail to attract buyers, and its price will 
decrease, causing its yield to increase correspondingly, as its coupon paymeot remains the same. The 
newly priced outstanding bond will subsequently attract purchasers who will benefit from the shift in 
price and yield; however, those investors who already held the bond will suffer a capital loss due to 
the fall in price. 

Anticipated changes in yields are assessed by the market and figured into the price of a bond. 
Future changes in yields that are not anticipated will cause the price of the bond to adjust accord- 
ingly. Price changes in bonds due to unanticipated changes in yields introduce price risk into the total 
return. Therefore, the total return on the bond series does not represent the riskless rate of return. 
The income return better represents the unbiased estimate of the purely riskless rate of return, since 
an investor can hold a bond to maturity and be entitled to the income return with no capital loss. 

Arithmetic versus Geometric Means 

The equity risk premium data presented in this book are arithmetic average risk premia as opposed 
to geometric average risk premia. The arithmetic average equity risk premium can be demonstrated 
to be most appropriate when discounting future cash flows. For use as the expected equity risk 
premium in either the CAPM or the building block approach, the arithmetic mean or the simple 
difference of the arithmetic means of stock market returns and riskless rates is the relevant number. 
This is because both the CAPM and the building block approach are additive models, in which the 
cost of capital is the sum of its parts. The geometric average is more appropriate for reporting past 
performance, since it represents the compound average return. 

The argument for using the arithmetic average is quite straightforward. In looking at projected 
cash flows, the equity risk premium that should be employed is the equity risk premium that is 
expected to actually be incurred over the future time periods. Graph 5-3 shows the realized equity 
risk premium for each year based on the returns of the S&P 500 and the income return on long-term 
government bonds. (The actual, observed difference between the return on the stock market and the 
riskless rate is known as the realized equity risk premium.) There is considerable volatility in the 
year-by-year statistics. At times the realized equity risk premium is even negative. 

I bbotsonAssociates 75 
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Chapter 5 

Graph 5-3 
Realized Equity Risk Premium Per Year 
1926-2004 

1925 1935 1945 1 955 1965 1975 1985 1995 2004 

Year-end 

To illustrate how the arithmetic mean is more appropriate than the geometric mean in discounting 
cash flows, suppose the expected return on a stock is 10 percent per year with a standard deviation 
of 20 percent. Also assume that only two outcomes are possible each year- +30 percent and -10 
percent (Le., the mean plus or minus one standard deviation). The probability of occurrence for 
each outcome is equal. The growth of wealth over a two-year period is illustrated in Graph 5-4. 

76 SBBI Valuation Edition 2005 Yearbook 



, The Equity Risk Premium 

Graph 5-4 
Growth of Wealth Example 

$1.70 

$1 .oo 

$0.70 

$1 -69 

0 7 2 
. Years 

e The most common outcome of $1.17 is given by the geometric mean of 8.2 percent. Compounding 
the possible outcomes as follows derives the geometric mean: 

[(1+0.30)~(1-0.10)~ - 1=0.082 

However, the expected value is predicted by compounding the arithmetic, not the geometric, mean. 
To illustrate this, we need to look at the probability-weighted average of all possible outcomes: 

(0.25 X $1.69) = $0.4225 
I + (0.50 X $1.17) = $0.5850 

3- (0.25 X $0.81) = $0.2025 I 

I 
I $1.2100 Total 

I 
Therefore, $1.21 is the probability-weighted expected value. The rate that must be compounded to 
achieve the terminal value of $1.21 after 2 years is 10 percent, the arithmetic mean: 

$lx(l + 0.10)* = $1 -21 

The geometric mean, when compounded, results in the median of the distribution: 

$ 1 ~ 0  + 0.082)2 = $1 -17 

The arithmetic mean equates the expected future value with the present value; i t  is therefore the 
appropriate discount rate. 
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I April 29,2005 . WATER UTILITY INDUSTRY 1420 I 
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I A perennial laggard, the Water Utility Industry INDUSTRY TIMELINESS 92 (of 98) 
continues to rank near the bottom of the Value 
t ine  universe. ][a fact, not one of the 8tadc.s cov- threat of biotenurism now, these costs are likely to grow 
ered in the next few pages is ranked better than 4 even greater. Infrastructure repair costs are expected to 
(Below Average) for Timeliness for the coming six climb in the hundreds of millions of dollars over the next 
to 12 months, given our momentum-driven rank- two decades. However, many water companies are strug- 
ing system. The hd-, as a whole, has been gling to keep up with these escalating expenses. Mast 
hampee by yuyasonably wet weather and con- companies wiiI have to take on the burden by them- 
tinnallylntenmfylng infrastructurec~. selves, though, as local and federal funds appear to be 

We erpect more favorabie weather conditions, depleted. Therefore, many have been, and will likely 
dong with an improving regu3ata-y environment continue to be, forced to issue ahares of stock and/or debt 
(- below) going forward, but-we remain to keep up with requirements. Othem, unable to meet 
conoerned that rising idrastm cture costs wil l  upkeep costs, are being forced to sell, resulting in a great 
continue to be a headache for the indwtry going deal of consolidation. 
f0rward.h a result, the companiea id the industry But, while this trend is painting a bleak picture for 
offer below-average price appreciation potential many of the smaller utilities, it is providing a new 
0utto2008-2010. . growth avenue for others. Larger companies with the 

taking advantage of the consolidation trend to fuel 
growth. Aqw Americcr, the largest water utility in our 

Calif& waterkiG6 companies-are overseen by the survey, is a prime example of such measures, making 
California Public Utilities Commission (CPUC), which i s  approximately 30 acquisitions annually in recent years. 
responsible for making suk that water suppliers remain . And the company is intent on maintaining its strategy. 

. in compliance with regulatory laws and certain t3-z Management expects to add another 25 or 80 by year- 
water levels. But, the CPUC is also in charge of ruling on end. As such, Aqua America offers the highest return on 

; general rat6 ixwe requests, primarily allowing cornpa- equity rate of the stocks in this industry. 
nies to receive more adequate rates af return. However, 
the CPUC has long been a thorn in the side of California Investment Advice 
water companies, handing down uufavorable decisions. 
Cases were seemingly put on the she1ves;with rulings That said, the water utility stocks are not typically 
taking up to two years at times.. But, things bok as known for appreciation potential. Each of the stocks 
though they are changing. Due to the urging of Governor covered in our survey is untimely and is expected to lag 
Schwarzenegger, the CPUC has been handing down the broad market o a t h  late decade. Therefore, growth- 
more-favorable and timely deCiaio&-in recent months. minded investors will probably want to take a pass and 
And, the governor is making sure that this is not  jFt a look elsewhere. 

* ' passing fad. He recently replaced two commission mem- Income-minded investors may want to have a closer 
bers, considered to be antagonists of rate relief with look, though. Each stock offers an aboveaverage divi- 

. more-business-fiiendly members. The change in the dend yield, with American States Wafer and California 
landscape provides a healthy backdrQp going forward for' Water offering the highest payout ratios. The latter holds 

- the two Californiaqerated water companies in our some additional appeal for risk-averse individuals, given 
- its 2 (Above Average) rank for Safety. Nevertheless, as is 
-always the case, we believe that potentid investors 
would be best served to carefully look at each of the 
individual reports in the following pages before making 

1 

L flexibiliiy and capital to withstand the onslaught are 
% 

*;.californiaDrc - *- - 

. 

- investments. 
. . . L  ~ . 
. : .- cenby-old. And:& &e @a& key  ~ S O W  moie obsolete 
. : and aut.of date. They requve.maintenance and in some 

. . : cases massive rgnovatiov .and. rebCtilding. With the 
, : > I  . .. . . ... . I  .._ 3:. . . 

S? % 

226 215 1 0 .  255 - rao 
1.16 1.17 148 136 ?a 

. *  
Andre J. Costanur 

Water Utility 
RELATIVE STRENGTH (Ratio of l o d m  to Valueline Cmp.) 
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MARKET CAP 525 billion (Uld Cap) 
CURRENTPOSmON 2002 2W3 1?I3lfM 

49.7 . 392 13.1 
57.7 623 645 

lmnvdav(AuocSt) 1.6 5.8 6.9 

loa4 

cunerrlbS&S 1142 llZ.4 YU.1 
AcctspevaMe . - 31.1 32.3 235 

149.4 135.8 135.3 
*sa 63.9 58.6 

Debtclue oaer 
CUlIenl Liab. 226.5 232.0 217.4 

--- 
347% 344% 364% 

Paat Pasl Efd'd'02-W 
lorn S Y R  lowla 

95% 9.5% 7.m 
g . ~  85% . 9.0"" 
55% 6.5% 7D% 
85% 105% 6.0% 

5.5% 7 5 % .  8.0% 

three of taa mwr &messes in 91; teleMlketlng group in 
93. and otharr kqmd Conurnen Water. 4/99, AquaswCe, 

We 1bk for'Aqua America to realize 
an earnings gain oE about 12% in the 
current year, follo*g similar increases 
.in 2004. Continued growth will likely stem 
from further acquisitions and some rate 
increases. The company could also benefit 
from a long hot summer, as reservoirs in 
the Northeast are at or near capacity 
thanks to a wet winter, which will enable 
the utility to meet customer demand from 
its own facilities. 
Management has been fairly'success- 
ful in securing rate increases. A pend- 
ine North Carolina case will yield a $3.2 

e c u i t v e ~ . t + i d m k n ~ . t n m t p w a t e d  ' Penllsyivarja 
Mdtesr. 762 West Lancsster Avenue, Bryn Maw. Penns- 
19010. TekpkiW 610-5251100. Inlanet WWWdwncaUm 

New Jersey, areas in which the company 
already has a strong presence. It is likely 
to file for additional rate hikes, refie- 
the cost of hose acquisitions. Also. three of 
these purchases represent Aqua's first 
venture into the spec ie4  area of 
wadewater treatment. It 4 enable the 
company to provide internal sludge haul- 
ing and collection system maintenance for 
its own treatment facilities in south- 
eastern Pennsylvania If this allows 
tighter cost control, it may be applied to 
other geocphic  regions as opportunity al- 
lows, per ps providing a new source of 

. , *. 
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Barlaco to the town of Barnstable for $1 I million. HG 193 
.employees. Chaitinan, CEO. & President: Marshall T. LONG-TERM DEBT AND.EQUITY 
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BETA .6!i (1.00 = Harkat) 

p r & ~ p a t l s t c n x  A 

w p n a d a b i g y  m 

CUcrent ' 20.3 14.4 16.0 

2.1 4.8 6.0 

Pension Liabiliiy 55.5 d. in '04 vs. $5.1 d. in '03 
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0 V A W G U N E ~ U S H I N C . I N C  1996 1997 1990 1999 2000 

1079 11.57 11.16 12.81 13.48 

.74 .76 -70 .80 -82 

8oo((VAulEPERSH 12.62 14.04 15.06 15.75 15.80 
COYUON WS W l W G  (UlW 9.51 9.51 950 9.14 ' 9.14 
AVlillNI(LPiERAll0 . 6.8 11.2 13.1 15.5 33.1 

c*pzsw(MNoPEf?SH . 2.11 2.54 . 3.62 353 3.n 

ma- (WILC) 

LDMG-lEtWDEBlfulltk I 75.0 I 75.0 I 90.0 I 90.0 I 90.0 . .  
S U R E r n ~ )  120.0 133.6 143.2 143.9 i44.3 
WURN ON miAL CAP'L 11.00% 8.7% .7.4% 8% 5.9% 
RrmANM(Y(A.EQUTr/ 15.5% 11.4% 10.1% 11.00% 7.4% 

9.5% 6.0% 4.9% 5.s" 22% 
ALLOWLS To NET PROF 39% 48% 52% 46% 70% 

27.7 98.7 462 33.1. 390.8 428.5 456.0 
27d 38.0 49.3 34.6 % y g  56.1 
31.1 45.6 52.3 378 4532 511.7 552.2 

.4 22 3 
115 .2 3 
11.7 12.7 142 
23.6 15.1 15.4 
- - -  

23.f7 1 25.33 I 25.13 ] 29.21 I 32.141 L& 

' 14.90 15.94 
2.98 3.09 
1.53 1.56' 
.86 .92 

5.25 4.12 
16.35 16.80 
9.14 9.14 

185 17.3 
.95 -94 

3.0% 3.4% 
136.1 145.7 
64.4% 63.7% 
13.2 14.0 
14.0 142 
34.5% 40.4% 
10.3% 9.0% 
e.8 44.9 

110.0 110.0 
1494 153.5 

6.7% 6.9% 
9.4% 9.3% 
4.1% 3.8% 

56% 59% 

18.21 20.22 
9.14 9.14 

19.6 NlvNA 
.88 I 1.03 I 

urninks 

1 1.2% 
P E  ratios. 

. . .  . 

BUSINESS: SJW Corp. operates as the holding company 
of San Jose Water company. SJW Land Company, and 
Crystal Choice Water Service. LLC. San Jose Water pro- 
vides water service to a population of approximately one 
million people in an area comprising 138 square miles in the 
metropolitan San Jose area. Its principal business consists of 
the productio& purchase, storage. purification, distribution, 
and retail sale of water. It also provides nonregulated 
water-related services under agreements with municipali- 
ties. SJW Land owns and operates parking facilities, which 
are located adjacent to San Jose Water's headquarters and 
the HP Pavilion in  San Jose. California It also owns 
commercial buildings and other undeveloped land, prima- 
rily in the metropolitan San Jose ana; and a 70% limited 
partnership interest in 444 West Santa Clara Street. L.P., a 
real estate limited partnership that owns and opexates an 
office building. Has 302 employees. Chairman: Drew Gib- 
son. Inc.: CA. Address: 374 West Santa Clara Street, San 
Jose, CA 95196. Tel.: (408) 279-7800. Internet: 
http://wwwsjwater.com. 

A. 0. 

April 29. 2005 

TOTAL SHAREHOLDER RETURN 
orvidend+ plus q7pmiatk.n as d JllRo05 

3 Mos. 6 Mos. 1 Yr. 3 Yls. 5 Yrs. 

3 7A% 3 74% 41 00% 3.41% 
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ARIZONA WATER COMPANY 

Notes to Financial Statements 

December 3 1,2003 and 2002 

(1) Summary of Significant Accounting Policies 

Arizona Water Company (the Company) is a wholly owned subsidiary of Utility Investment Company, 
which is a wholly owned subsidiary of United Resources, Inc. 

The Company prepares its financial statements in accordance with the accounting requirements of the 
Arizona Corporation Commission (the Commission) as set forth in the Uniform System of Accounts 
prescribed by the National Association of Regulatory Utility Commissioners. While such basis of 
accounting is a comprehensive basis of accounting other than accounting principles generally accepted in 
the United States of America (GAAP), differences consisting chiefly of the treatment of deferred taxes are 
not material to the Company’s financial position in relation to GAAP. 

(a) Cash Equivalents 

The Company considers all highly liquid debt instruments purchased with a maturity of three months 
or less to be cash equivalents. 

@) Utility Plant and Depreciation 

Utility plant is recorded at original cost as defined for regulatory purposes. Retired utility plant is 
eliminated from utility plant accounts at cost and is charged against accumulated depreciation. 

Properties acquired by the Company at its inception in 1955 were recorded at original cost less 
depreciation substantially as shown on the predecessor company’s books. Operating utility systems 
acquired subsequently were recorded at estimated original cost as determined by Company engineers 
and/or independent professional engineers. Use of the aforementioned estimated original cost basis 
of the properties as an element in the rate making process has been sustained by the Commission. 

Differences between the original cost of properties acquired and their acquisition costs are accounted 
for as acquisition adjustments and are included in or deducted from utility plant. Beginning in 1987, 
in accordance with a Commission order, the Company adopted a policy of amortizing acquisition 
adjustments over a five-year period from the date of acquisition. 

Depreciation is provided on a straight-line composite basis at 2.59% for both 2003 and 2002. For 
federal and state income tax purposes, depreciation is computed using accelerated methods. 

(e) Deferred Credits 

In 1995, in accordance with a Commission order, the Company began accruing an allowance for 
funds used during constmction (AFUDC) on water service capital charge payments made to the 
Central Arizona Project (CAP). AFUDC represents the cost of debt and equity funds used to finance 
the CAP payments. AFUDC does not represent current cash earnings. AFUDC has been calculated 
using a composjte rate of 3.93% and 8.21% for 2003 and 2002, respectively. The Company ceases to 
accrue AFUDC when the CAP payments are included in the cost of service by the Commission. 

7 (Continued) 
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ARIZONA WATER COMPANY 
Notes to Financial Statements 

December 3 1,2003 and 2002 

(d) Advances for and Contributions in Aid of Construction 

Customers’ advances for construction are refundable generally based on 10% of revenues from the 
constructed property over a 10-year period. Unrefunded advances remaining at the expiration of the 
contracts are credited to contributions in aid of construction. Beginning in 1993, in accordance with 
an order from the Commission, the Company began amortizing contributions in aid of construction 
over the estimated useful life of the related asset. Such amortization totaled $649,635 and $597,780 
for the years ended December 3 1 , 2003 and 2002, respectively. 

(e) Income Tares 
The Company is included in the consolidated federal income tax return of United Resources, Inc. 
The Company computes its federal tax expense on a separate return basis. Beginning in 1983, in 
compliance with a Commission order, deferred federal income taxes are provided on the excess tax 
depreciation deduction relating to assets placed in service after 1980 and investment tax credits are 
amortized to income over the estimated useful lives of the related assets. Income tax adjustments 
arising from other items reported differently for income tax and financial reporting purposes are 
reflected currently in income in accordance with orders and practices of the Commission for 
ratemaking purposes. 

fl Revenues 

Revenues include unbilled amounts based on estimated usage from the latest meter reading to the 
end of the accounting period. 

(& Use of Estimates 

The preparation of financial statements in conformity with accounting principles generally accepted 
in the United States of America requires management to make a number of estimates and 
assumptions that affect the reported amount of assets and liabilities and disclosure of contingent 
assets and liabilities at the date of the financial statements. Such estimates and assumptions affect 
the reported amounts of revenues and expenses during the reporting period. On an ongoing basis, 
the Company evaluates its estimates and assumptions based upon historical experience and various 
other factors and circumstances. The Company believes that its estimates and assumptions are 
reasonable in the circumstances; however, actual results may differ from these estimates under 
different future conditions. 

(2) Long-Term Debt and Other Borrowings 

Under provisions of the General Mortgage Bond Indenture, as supplemented, at December 3 1, 2003 
retained earnings of $47,472,094 were available for the payment of dividends on common stock (other than 
stock dividends) or for certain other distributions or acquisitions respecting capital stock. There is a 
$400,000 annual sinking fund requirement relating to the General Mortgage Bonds for 2003. Substantially 
all of the Company’s utility plant is pledged as collateral under provisions of the General Mortgage Bond 
Indenture. 

8 (Continued) 



ARIZONA WATER COMPANY 

Notes to Financial Statements 

December 3 1,2003 and 2002 

Schedule E-9 
Page 4 of 5 

The following table summarizes the Company’s future maturities of long-term debt: 

Year ended December 31, 
2004 $ 400,000 
2005 400,000 
2006 400,000 
2007 
2008 
Thereafter 2 1,000,000 

$ 22,200,000 

- 
- 

The Company has an unsecured line of credit with a commercial bank that allows for borrowings of up to 
$15,000,000 and $1 1,500,000 at December 31,2003 and 2002, respectively. The Company may borrow at 
rates publicly announced by the bank from time to time as its reference rate less 0.25 of a percentage point 
or its offshore rate plus one percentage point. The reference rate and 30-day offshore rate were 4.00% and 
1.1 I %, respectively, at December 3 1 , 2003 and 4.25% and I .37%, respectively, at December 3 1,2002. The 
line of credit expires on June 1,2004. The amount borrowed under this line as of December 3 1,2002 was 
$4,500,000. The Company had no outstanding borrowings under this line of credit at December 3 1 , 2003. 

(3) Retirement Plan 

The Arizona Water Company Retirement and Savings Plan (the Plan) covers all employees of the 
Company. For those employees who have over one year of service with the Company, the Plan provides 
for Company contributions calculated as a percentage of such employees’ gross wages and as a match of a 
portion of such employees’ contributions to the Plan. Total retirement provisions for 2003 and 2002 were 
$558,338 and $518,615, respectively. 

9 (Continued) 
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ARIZONA WATER COMPANY 
Notes to Financial Statements 

December 3 1,2003 and 2002 

Income Taxes 

The following is a reconciliation between the amount of income tax expense computed at federal and state 
statutory rates and that shown in the accompanying statements of income: 

Federal and state income taxes at statutory rates 
Changes in taxes resulting from: 

Excess tax over book depreciation 
Investment tax credit, current year amortization 
Other, net 

Total tax expense 

Tax expense included in: 
Operations 
Other income 

Total tax expense 

2003 2002 

$ 3,147,586 $ 3,468,251 

(31,195) (1 6,794) 
(36,23 1) (36,23 1) 

(365,176) (606,476) 

$ 2,714,984 $ 2,808,750 

$ 2,745,016 $ 2,783,303 
(3 0,032) 25,447 

$ 2,714,984 $ 2,808,750 

Deferred tax provisions, included in the tax expense amounts shown above, amounted to $1,963,819 and 
$2,294,228 for 2003 and 2002, respectively. 

Related Party Transactions 

The Company leases certain real estate from a related party. Total rents paid to this entity were $90,986 
and $89,628 for the years ended December 3 1,2003 and 2002, respectively. 

Commitments 

The Company has entered into agreements for up to 50 years for the long-term availability and treatment of 
CAP water. Under the agreements, the Company’s obligation totaled $754,887 in 2003 and will increase in 
various increments during the remaining terms of the agreements. As of December 31,2003, the amount 
deferred, including AFUDC of $1,593,082, totaled $5,769,346. The Company believes all such costs will 
be recovered. 

Litigation 

The Company, along with others, is a defendant in various lawsuits brought by several Native American 
groups claiming certain surface and groundwater rights. In the opinion of management, the resolution of 
these matters will not have a material effect on the financial statements. 
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Arizona Department of Environmental Quality 
Water Quality Compliance Assurance Unit 

11 10 W. Washington Street, 5415B-1 
Phoenix, AZ 85007 

Drinking Water Compliance Status Report 

Public Water System Name: Arizona Water Co.-Casa Grande 

Public Water System ID #: 11-009 

Overall Compliance Status: [XI No Major Deficiencies [ 3 Major Deficiencies 

Monitoring and Reporting Status: 
Comments: 

[XI No Major Deficiencies [ 3 Major Deficiencies 

Operation and Maintenance Status: 
Comments: 

[XI No Major Deficiencies [ 3 Major Deficiencies 

Major unresolved/ongoing operation and maintenance deficiencies: 
[ ] unable to maintain 2Opsi 
[ 3 cross connectionhackflow problems 
[ 3 treatment deficiencies 
[ 3 certified operator 

[ 3 inadequate storage 
[ 3 surface water treatment rule 
[ 3 approval of construction 
[ 3 other 

Date of last inspection / sanitary survey: 3-12-01 

Administrative Orders: 
Is an ADEQ administrative order in effect? [ ] Yes [XI No 
Comments: 

System information: 

Number of Points of Entry 8 Number of Sources 13 

Service Connections 141 07 Initial Monitoring Year 1993 Initial MAP Year N/A 

Population Served 46264 

Evaluation completed by: Jim Puckett 

Phone: 602-771-4649 Date: 7-7-04 

Based upon data submitted by the water system, ADEQ has determined that this system is currently delivering water that meets 
water quality standards required by Arizona Administrative Code, Title 18, Chapter 4. This compliance status report does not 
guarantee the water quality for this system in the future. This compliance status report does not reflect the status of any other 
water system owned by this utility company. 

J:\SHARED\DWSV)WCEWORMS\Compliance Status Report\CSR Report.@ Revised 12/26/03 
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Arizona Department of Environmental Quality 
Water Quality Compliance Assurance Unit 

1 1 10 W. Washington Street, 54 15B- 1 
Phoenix, A2 85007 

Drinking Water Compliance Status Report 

Public Water System Name: AZ Water Co-Tierra Grande 

Public Water System ID #: 11-076 

Overall Compliance Status: [XI No Major Deficiencies [ ] Major Deficiencies 

Monitoring and Reporting Status: 
Comments: 

[XI No Major Deficiencies [ ] Major Deficiencies 

Operation and Maintenance Status: 
Comments: 
It appears as though the monthly coliform samples are not being collected in accordance with an approved microbiological 
site sampling plan as most of the samples are being collected at “1785 Fairway and 2032 Clubhouse”. 
Major unresolvedongoing operation and maintenance deficiencies: 

[XI No Major Deficiencies [ ] Major Deficiencies 

[ 3 unable to maintain 2Opsi 
[ ] cross connectionhackflow problems 
[ ] treatment deficiencies 
[ 3 certified operator 

[ ] inadequate storage 
[ ] surface water treatment rule 
[ ] approval of construction 
[ ] other 

Date of last inspection / sanitary survey: 3-12-01 

Administrative Orders: 

comments: 

System information: 

Number of Points of Entry 1 Number of Sources 1 

Service Connections 344 Initial Monitoring Year 1994 Initial MAP Year 2000 

Is an ADEQ administrative order in effect? [ ] Yes [XI No 

Population Served 892 

Evaluation compieted by: Jim Puckett 

Phone: 602-771-4649 Date: 7-2-04 

Based upon data submitted by the water system, ADEQ has determined that this system is currently delivering water that meets 
water quality standards required by Arizona Administrative Code, Title 18, Chapter 4. This compliance status report does not 
guarantee the water quality for this system in the future. This compliance status report does not reflect the status of any other 
water system owned by this utility company. 

J:\SHAREDDWSVIWCE\FORMS\Compliance Status Report\CSR Report.wpd Revised 12/26/03 
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Arizona Department of Environmental Quality 
Water Quality Compliance Assurance Unit 

1 1 10 W. Washington Street, 54 15B-1 
Phoenix, AZ 85007 

Drinking Water Compliance Status Report 

Public Water System Name: AZ Water Co-Stanfield 

Public Water System ID #: 11-012 

Overall Compliance Status: [XI No Major Deficiencies [I Major Deficiencies 

Monitoring and Reporting Status: 
Comments : 

[XI No Major Deficiencies [I Major Deficiencies 

Operation and Maintenance Status: 
Comments: 
It appears as though the monthly coliform samples are not being collected in accordance with an approved mxobiologica 
site sampling plan as most of the samples are being collected at “301 Standfield and 225 Baylor”. 
Major unresolvedongoing operation and maintenance deficiencies: 

[XI No Major Deficiencies [I Major Deficiencies 

[I unable to maintain 2Opsi 
[I cross connectionhackflow problems 
[I treatment deficiencies 
[I certified operator [I other 

[I inadequate storage 
[I surface water treatment rule 
[I approval of construction 

Date of last inspection / sanitary survey: 3-12-01 

Administrative Orders: 

Comments: 
Is an ADEQ administrative order in effect? [I Yes [XI No 

System information: 

Number of Points of Entry 2 Number of Sources 2 Population Served 703 

Service Connections 210 Initial Monitoring Year 1994 Initial MAP Year 2000 

Evaluation completed by: Jim Puckett 

Phone: 602-771-4649 Date: 7-2-04 

Based upon data submitted by the water system, ADEQ has determined that this system is currently delivering water that meets 
water quality standards required by Arizona Administrative Code, Title 18, Chapter 4. This compliance status report does not 
guarantee the water quality for this system in the future. This compliance status report does not reflect the status of any other 
water system owned by this utility company. 

J:\SHARED\DWS\DWCE\FORMS\Compliance Status Report\CSR Report.wpd Revised 12/26/03 



Arizona Department of Environmental Quality 
Water Quality Compliance Assurance Unit 

11 10 W. Washington Street, 5415B-1 
Phoenix, AZ 85007 

Drinking Water Compliance Status Report 

Public Water System Name: AZ Water Co-Ai0 

Public Water System ID #: 10-003 

Overall Compliance Status: [XI No Major Deficiencies [I Major Deficiencies 

Monitoring and Reporting Status: 
Comments: 
This is a consecutive water system that buys all of its water from PWS #lo-221. 

[XI No Major Deficiencies [I Major Deficiencies 

Operation and Maintenance Status: 
comments: 
It appears as though the monthly coliform samples are not being collected in accordance with an approved microbiological 
site sampling plan as most of the samples are being collected at “750 N. 2nd and 2561 N. Ajo”. 
Major unresolvecUongoing operation and maintenance deficiencies: 

[XI No Major Deficiencies [I Major Deficiencies 

[] unable to maintain 2Opsi 
[] cross connectionhackflow problems 
[] treatment deficiencies 

[] inadequate storage 
[I surface water treatment rule 
[I approval of construction 

[I certified operator r1 other 

Date of last inspection / sanitary survey: 1-1 8-02 

Administrative Orders: 

comments: 
Is an ADEQ administrative order in effect? [I Yes [XI No 

System information: 

Number of Points of Entry N/A Number of Sources N/A Population Served 15 14 

Service Connections 691 Initial Monitoring Year 1995 Initial MAP Year N/A 

Evaluation completed by: Jim Puckett 

Phone: 602-771-4649 Date: 7-2-04 

Based upon data submitted by the water system, ADEQ has determin-j that this system is currently delivering water that meets 
water quality standards required by Arizona Administrative Code, Title 18, Chapter 4. This compliance status report does not 
guarantee the water quality for this system in the future. This compliance status report does not reflect the status of any other 
water system owned by this utility company. 

J:\SHARED\DWS\DWCE\FORMS\Compliance Status Report\CSR Report.wpd Revised 12/26/03 



Arizona Department of Environmental Quality 
Water Quality Compliance Assurance Unit 

11 10 W. Washington Street, 5415B-1 
Phoenix, AZ 85007 

DrinkinP Water Compliance Status Report 

Public Water System Name: Az Water Co-Coolidge 

Public Water System ID #: 11-014 

Overall Compliance Status: [XI No Major Deficiencies [ 3 Major Deficiencies 

Monitoring and Reporting Status: 
Comments: 

[XI No Major Deficiencies [ ] Major Deficiencies 

Operation and Maintenance Status: 
Comments: 

[XI No Major Deficiencies [ 3 Major Deficiencies 

Major unresolvedongoing operation and maintenance deficiencies: 
[ ] unable to maintain 2Opsi 
[ ] cross connectionhackflow problems 
[ 3 treatment deficiencies 

[ ] inadequate storage 
[ ] surface water treatment rule 
[ ] approval of construction 

[ ] certified operator r I other 

Date of last inspection / sanitary survey: 2-12-01 

Administrative Orders: 

Comments: 
Is an ADEQ administrative order in effect? [ ] Yes [XI No 

System information: 

Number of Points of Entry 3 Number of Sources 4 Population Served 938 1 

Service Connections 3057 Initial Monitoring Year 1994 Initial MAP Year 2000 

Evaluation completed by: Jim Puckett 

Phone: 602-771-4649 Date: 7-7-04 

Based upon data submitted by the water system, ADEQ has determined that this system is currently delivering water that meets 
water quality standards required by Arizona Administrative Code, Title 18, Chapter 4. This compliance status report does not 
guarantee the water quality for this system in the future. This compliance status report does not reflect the status of any other 
water system owned by this utility company. 

J:\SHAREDV)WSU)WCEWORMS\Compliance Status Report\CSR Report.wpd Revised 12/26/03 
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Maricopa County Environmental Services 
Department 

Compliance Status Reports 



. 

To: 
Mdcma county 

ARIZONA CORPORATlON 

Environmental Smicen Demcmeht 
hinkiig Water ~ r o g m m  Managcr Ahentlon:'Johtj-Kulman 
1001 N. tlenttd A*. Sultc 150 
Phoenix, AZ 850044 935 
Phone 602-3066666 
F- 601-506-6925 

FROM: A 
Water Campany 
PWS Namc: 
PWS I.D. Numbm 
Mnilihg Address: 
cjty, ststc. zip +PM 

- c 
Phone N u m k  
FAX: 

Plcasc return complckd &quest to ACC Utilltits linginccn'ng (FAX GO2442-2129) anrl Io t.2 CompMy 01 sddrcsa lishd 
abovc within 30 days. 

CompUencr Qtutus Report 

Overdl CompUanee Shtus: MI No Majet Dcflcichcits [ ] MejorDc-llcirncies 
comments: 

Monitoring end Repartlag DeflCle cla [ f No beficlenciea [ 1 Mujor hfic\cncis 
List dcficicncies: fl:pOr, 6 e a. %did 
Operatlon and Maluteaaaw 
Date of last inspection / 

[ 1 Majot Dcflcichciem 

Major Operailan and Mulnlenence bctlcienoics cited during inapectian 
[ 1 unable 10 maintain 20 psi 
( 1 cross conncctionlbacknow problems & 1 swke wakr treatment rule 
( J trecPtrncn1 dcRcicnclca 

[ ] inadequate stor~gc 

[ J appmval of consbuetion 

bq w n c  

[ 3 cerlifled operator [ J other 
C6mmtr: 

fg.Py Number ofPoink oTBiUy Q!= Populotioa S e r v e d w  Connoctlons Served 
System Informatlow 

Bwed on dot@ submitted by 
currently dclivcring water 
Title i B, Chaptcr 4. This 

Marlcope County Drlnkhg Water ProEwm has detcmtincd the1 Uris system is 
mi) water qualig 8tpndafds rcquired by Arimne Rdrninistmtivc Code, 

does nnt guamtec the walef quality for h i s  system in Ihc futurc. ?$is 
sompliantc swus rcpw docs not reflect the stntua of m y  athcr watef system uwned or opemted by thie utility company. 





2) Monitoring Assistance Program 
Invoices 



Account/PWSID #: 11012 
TO: A 2  WATER CO-STANFIELD 

PO BOX 29006 
PHOENIX, AZ 85038-9006 

1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 l l l l l l l i l l l l l l l l l l l l l i l 1 i l l l l l l l  1 

Invoice Number 60907 

Billing for Calendar Year: 2004 
Due Date: December 1, 2003 
Total Amount Due. . . . . . . . . . . . . . . .  $ 684.70 

1 
AZ WATER CO-STANFIELD Account/PWSID #: 11012 MAP 

Billing for Calendar Year: 2004 
Due Date: 12/01/2003 

PO BOX 29006 
PHOENIX, A 2  85038-9006 

~~ 

AMVUAL SAMPLING FEE WORKSHEET 

Make your check or money order payable to State of Arizona 
THIS FORM MUST ACCOMPANY YOUR REMI'ITANCE. I 

1 

Check Number: 

Rereived: 

Base Fee (all MAP systems) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

210 connections X $ 2.57. . . . . . . . . . . . . . . . .  $ 

250.00 
539.70 I Fee per Connection. . . . . . . . . . . . . . . . . .  

Mail to: Arizona De artment of Environmental Quality 
PO Box 18l28 
Phoenix, AZ 85005-8228 

~ ~~ 

ostmarked: 
MWI laR9RMa 

ntered: WMKXlReRint 



ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY 
MONITORING ASSISTANCE PROGRAM 

ANNUAL SAMPLING FEE INVOICE -lBc-@ 
QCP 3 0 2003 8 

I 

I Pursuant to A.R.S. 5 49-1 13, interest will be char ed if full payment is not received by the 

an additional five percent penalty of up to,penty-five percent of the amount due &r each 

If you have any questions about your inyp@,rqp&W. Scott 
ssibie. To reduce interest costs on an unpaid invoice, you ma remit an amount that you Steinhagen at (602) 771-4445 or Mike I-Jil1aik6($) @f$@foNQ 

or toll-free within Arizona at (800) 234-5677, extension 771-4443 

PAM * specified due date. If you dispute the amount {sted. please contact ADEQ as soon as * . i r .  

Elieve is not in dispute. However, if nonpayment is due lo will& neglect, you ma suffer -2 I 

month or fmction of a month the amount IS past due. I 
AccountlPWSID #: 1 1076 Invoice Number 60933 
To: AZ WATER CO-TIERRA GRANDE 

Billing for Calendar Year: 2004 PO BOX 29006 
PHOENIX. AZ 85038-9006 

Pursuant to A.R.S. 0 49-360 F and A.A.C. R18-4-224 through R18-4-226, T h e  director shall establish fees for the monitoring 
assistance program to be collected from all public water syst ems..." 

I! 
Account/PWSID #: 11076 MAP AZ WATER CO-TIERRA GRANDE 

Billing for Calendar Year: 2004 
PO BOX 29006 
PHOENIX, AZ 85038-9006 

1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 l l l l l l l l l l l l l l l l l l l l l l l l l l l l l l l l  ' I  Due Date: December 1, 2003 
Total Amount Due. . . . . . . . . . . . . . . .  $ 962.08 

. . . . . . . . . . . . . . . . . .  I I Amount Paid .$I 
t Keep the top portion for your records. t ADEQ Federal Tax #866004791 

AD g J -  Federal Tax #866004791 
J- This entire bottom portion must be returned to ADE 

Annual Sampling Fee Invoice Invoice # 60933 

lDue Date: 12/01/2003 

I '  ANNUAL SAMPLING FEE WORKSHEET 

Base Fee (all MAP systems) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

344 connections X $ 2.57. . . . . . . . . . . . . . . . .  $ 

250.00 
884.08 I Fee per Connection. . . . . . . . . . . . . . . . . .  

Subtot . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 1,134.08 

2004 subsidy from MAP surplus (not all systems are eligible, if not eligible, then zero) 
(Less) . . . . . . . . . . . . . . . . . . . . . . . . . .  344 connections X $ 0.50. . . . . . . . . . . . . . . . .  $ < 172.00> I 

962.08 
Plus Paid Interest Charges and/or Other Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 0.00 
Plus Unpaid Interest Charges as of 10/29/2003. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 0.00 
Minus Payments Received and/or Other Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 0.00 
AmountDue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 962.08 
Amount received by ADEQ (Make check payable to State of Arizona) . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

TotalSamplingF ........................................................... $ e 
I 
I 

Do not write below this line * A $12 fee will be charged for any check not honored by the bank. 
1 

Make your check or money order payable to State of Arizona 
THIS FORM MUST ACCOMPANY YOUR REMITTANCE. 

Mail to: Arizona D artment of Environmental Quality 
PO Box 18y28 
Phoenix, AZ 85005-8228 



* 
AccountIPWSID #: 7128 

ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY 
-e 1 %  *c$=yE 

-+-.'-'  re: T 3 o 2003 
MONITORING ASSISTANCE PROGRAM __a> 

ANNUAL, SAMPLING FEE INVOICE 

Invoice Number 60608 

"0 PAN3 Pursuant to A.R.S. 4 49-1 13, interest will be char ed if full payment is not received by the If you have any questions about your invoice, &qct $$&&ons 
specified due date. If you dispute the amount \Sed, please contact ADEQ as soon as 
ossible. TO reduce interest costs on an unpaid invoice. YOU ma remit an amount that YOU 

gelwe is not in dispute. However, if nonpayment is due to wid1  neglect, you ma suffer 
an additional five percent penalty of up IO twenty-five percent of the amount due &r each 
month or fraction of a month the amount is past due. 

-""'>''.i ;I;,,-, ,-- 

Steinhagen at (602) 771-4445 or Mike Hill at (602) 7714518 
or toll-free Within Arizona at (800) 234-5677, extension 771-4445 

AZ WATER CO-WHITE TANKS 
PO BOX 29006 
PHOENIX, A 2  85038-9006 

Pursuant to A.R.S. 0 49-360 F and A.A.C. R18-4-224 through R18-4-226, "The director shall establish fees for the monitoring 
assistance program to be collected from all public water syste ms..." 

AccountIPWSID #: 7128 MAP 

Billing for Calendar Year: 2004 

Make your check or money order payable to State of h n a  
THIS FORM MUST ACCOMPANY YOUR REMlTI'ANCE. 

Mail to: Arizona De artment of Environmental Quality 
PO Box 18%8 
Phoenix, AZ 85005-8228 

TO: A 2  WATER CO-WHITE TANKS 
PO BOX 29006 
PHOENIX, A 2  85038-9006 

Check Number: 

Received: 

Postmarked: 
MWI IW29L2CO3 

Entered: WM300RcF'rint 

Billing for Calendar Year: 2004 
Due Date: December 1, 2003 
Total Amount Due. . . . . . . . . . . . . . . .  $ 2,907.88 

I Amount Paid . . . . . . . . . . . . . . . . . .  .$I - 
t Keep the top portion for your records. ? ADEQ Federal Tax #866004791 

AD !2i4 Federal Tax #866004791 
4 This entire bottom portion must be returned to ADE 

Annual Sampling Fee Invoice Invoice# 60608 

I lDue Date: 12/01/2003 I 
ANNUAL SAMPLING FEE WORKSHEET 

Base Fee (all MAP systems) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

Fee per Connection . . . . . . . . . . . . . . . . . .  1,284 connections X $ 2.57. . . . . . . . . . . . . . . . .  $ 3.299.88 
Subtot . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 3 S49.88 
( ~ e s s )  . . . . . . . . . . . . . . . . . . . . . . . . . .  1,284 connections X $ 0.50. . . . . . . . . . . . . . . . .  $ e 642.OO> 
2004 subsidy from MAP surplus (not all systems are eligible, if not eligible, then zero) 

TotalSamplingF . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 2.907.88 
Plus Paid Interest Charges and/or Other Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 0.00 
Plus Unpaid Interest Charges as of 10/29/2003. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 0.00 

250.00 

Minus Payments Received andlor Other Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 0.00 
AmountDue $ 2,907.88 
Amount received by ADEQ (Make check payable to State of Arizona) . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  



ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY 
MONITORING ASSISTANCE PROGRAM 

ANNUAL SAMPLING FEE INVOICE 

I 

Account/PWSID #: 11014 
TO: AZ WATER CO-COOLIDGE 

PO BOX 29006 
PHOENIX, AZ 85038-9006 

11111111111111111,11llllllllllllllllllllllllllllllll 

h r m a t  IOA R s. 5 49-1 13 interest will be char ed if full payment is not received by the * specified due'date. If you hispure the amount h.ted, please contact ADEQ as soon as 
ssible. TO reduce interest costson an unpaid invoice. YOU ma remit an amount that ou 

Elieve is not in dispute. However, if nonpayment isdue to wil& neglect, you may s u k r  
additional five percent penalty of  up to.twenty-five percent of  the amount due for each 

month or fraction of a month the amount IS past due. 

If you have any questions about your invoice, 'Contact W.'.Sm@MPAN 
Steinhagen at (602) 771-4445 or Mike Hill at (602) -77145ip-TIONS 
Or toll-free Within Arizona at (800) 234-5677, eXtenSi0n 771-4445 

Invoice Number 60908 

Billing for Calendar Year: 2004 
Due Date: December 1, 2003 
Total Amount Due. . . . . . . . . . . . . . . .  $ 6,577.99 
Amount Paid . . . . . . . . . . . . . . . . . .  .$ 

Pursuant to A.R.S. 0 49-360 F and A.A.C. R18-4-224 through R18-4-226, "The director shall establish fees for the monitoring 
assistance program to be collected from all public water systems.. ." a 

AZ WATER CO-COOLIDGE 
PO BOX 29006 R PHOENIX, AZ 85038-9006 

Account/PWSID #: 11014 MAP 

Billing for Calendar Year: 2004 
I 

AD g 4  Federal Tax #El66004791 
4 This entire bottom portion must be returned to ADE 

Make your check or money order payable to State of Arizona 
THIS FORM MUST ACCOMPANY YOUR REMITI'ANCE. 

Arizona D artment of Environmental Quality 
PO Box 18T28 
Phoenix, AZ 85005-8228 

Mail to: 

Annual Sampling Fee Invoice Invoice# 60908 

Check Number: 

Received: 

Postmarked: 
MWI IoR9Roo3 

Entered: WMMORePrint 

lDue Date: 12/01/2003 

ANNUAL SAMPLING FEE WORKSHEET 
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3) Water Use Data 
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~I 
, IO. OCTOBER 14506 314384.5 340777.0 
11. NOVEMBER 14645 3021 23.2 228886.0 
12. DECEMBER 14640 21 6054 2621 15.0 
TOTAL N/A 337761 0.5 3687579.0 

Is the Water Utility Located in an ADWR Active Management Area (AMA)? 

x YES NO 

Does the company have an ADWR Gallons Per Capita Per Day (GPCPD) requ..ement? 

x YES NO 

If yes, provide the GPCPD amount: Please see the attached calculation of GPCPD from the 3rd 
Management Plan for Pinal Active Management Area 2000-201 0. 



* 

B. 

C. 

D. 

E. 

F. 

5-103. 

A. 

for and been accepted for regulation under the Non-Per Capita Conservation Program 
described in section 5-104 or the Alternative Conservation Program described in section 5- 
105, or is designated as an institutional provider under section 5-108. 

r fa  large municipal provider is accepted into the Non-Per Capita Conservation Program, the 
Alternative Conservation Program, or is designated as an institutional provider, the provider 
shall continue to comply with its total GPCD requirement until thefirst compliance date 
assigned by the director for the provider under the Alternative Conservation Program, the 
Non-Per Capita Conservation Program, or as an Institutional provider. 

A large municipal provider that was regulated under the Non-Per Capita Conservation 
Program, the Alternative Conservation Program or the Institutional Provider Program under 
the Second Managenrent Plan and that applies to be regulated under the same program in the 
Third Managenrent Plan 180 days following adoption of the plan shall continue to be 
regulated under the Non-Per Capita Conservation Program, the Alternative Conservation 
Program or the Institutional Provider Program under the Second Management Plan, 
whichever applies, until January I ,  2002 or until the director approves or denies the 
provider 3 application under the Third Management Plan, whichever is later. 

A large municipalprovider may apply for the Non-Per Capita Conservation Program as 
described in section 5-104. cffire director approves the application. the provider shall comply 
with the requirements of the Non-Per Capita Conservation Program beginning on a date 
determined by the director but not later than January I of the year following the year in 
which the application is approved. 

A large municipal provider may apply for the Alternative Conservation Program as described 
in section 5-105. Ifthe director approves the application, the provider shall comply with the 
requirements of the Alternative Conservation Program beginning on a date deremined by the 
director but not later than January I of the year folIowing the year in which the application is 
approved. 

A large municipal provider may apply for designation as an institutional provider pursuant to 
section 5-108 . Ifthe director approves the application, the provider shall comply with the 
institutional provider requirements assigned by the director beginning on a date determined 
by the director but not later than January I of the year following the year in which the 
application is approved. 

A large untreated waterprovider shall comply with the requirements of section 5-1 07. 

AN municipal providers shall coniply with individual user requirements, distribution system 
requirements, and applicable monitoring and reporting requirements as prescribed in 
sections S-112. 5-I13 and 5-114. 

Large Municipal Provider Total Gallons Per Capita Per Day Program 

Total GPCD Requirement 

1. Beginning with the calendar year determined under paragraph 2 of this subsection, and 
for each calendar year thereafter until the first compliance date for any substitute 
municipal conservation requirement in the Fourth Management Plati, a large municipal 
provider regulated urzder the Total GPCD Program shall not withdraw, divert or receive 
water from any source, except direct use effluent or effluent recovered within the area of 

Pinal AMA 5-30 
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impact and excluded CAP water, for non-imgation use during a year in a total amount 
that exceeds its total GPCD requirement for the year as calculated iti subsection B of this 
section, except as provided in thejexibility account provisions in section 5-1 06. 

2. A large municipal provider regulated under the Total GPCD Program shall begin 
Complying with its total GPCD requirements, as calculated under subsection B of this 
section, beginning with the calendar year 2000, except that if the providers total GPCD 
requirement for the year 2000, as calculated under subsection B of this section, is lower 
than the provider ’sjinal total GPCD requirement under the Second Management Plan, 
the provider shall begin Complying with its total GPCD requirements, as calculated under 
subsection B of (his section, beginning with calendar year 2002. 

B. Calculation of the Annual Total GPCD Requirement 

A large municipal provider’s Total GPCD requirement for a year shall be calculated as 
follows: 

1. For calendar years 2000 through 2004, multiply the provider’s existing residential 
population for the year, as calculatedpursuant to subsection D of this section, by thefirst 
intermediate GPCD component for existing residential population as assigned to the 
provider in Table S-103.A. 

For calendar years 2005 through 2009, multiph the provider 3 existing residential 
population for the year, as calculated pursuant to subsection D of this section, by the 
second intermediate GPCD component for existing residential population as assigned to 
the provider in Table 5- J03.A. 

For the calendar year 201 0, and for each calendar year thereajier until the first 
compliance date for any substitute total GPCD requirement in the Fourth Management 
Plan, multiply the providers existing residential population for the year, as calculated 
pursuant to subsection D of this section, by thejinal GPCD component for existing 
residential population as assigned to the provider in Table 5-103.A. 

2. Multiply the provider’s new single family population for the year, as calculated pursuant 
to subsection D of this section, by 57 GPCD. 

3. Multiply the number of new single famiZy housing units within the provider S service area 
as of July I of the calendar year in question by 149 GPHUD. 

4. Multiply the provider’s new multgamily population for  the year, as calculated pursuant to 
subsection D of this section, by 57 GPCD. 

5. Multiply the tiumber of new multifamily housing units within the provider’s service area 
as of July I of the calendar year in questioii by 77 GPHUD. 

6. Multiply the provider’s total service area population for the year, as calculated pursuant 
to subsection D of this section, by the GPCD component for non-residential use as 
assigned to the provider in Table 5-103.A. 

7. Divide the provider’s allowable lost and unaccounted for water by the number of days in 
the calendar year. The provider’s allowable lost and unaccounted for  water is the lesser 
of the following: 

Pinal AMA 5-3 1 



a. the provider S actual lost and unaccounted for water for the year, in gallons. 

b. an amount calculated by multiplying the total gallons of water from any source, 
except direct use effluent, withdrawn, diverted or received by the provider during the 
year by IO percent. 

8. Add the resultsfrom paragraphs I through 7 of this subsection, and then divide the sum 
by the provider’s annual service area population as of July I of that year. The quotient is 
the provider’s total GPCD requirement for the calendar year. 

C. Compliance with Total GPCD Requirement 

The director shall determine i fa large municipal provider is in compliance with its total 
GPCD requirement for a calendar year pursuant to thejlexibiliv account provisions in 
section 5-106, using the provider S service area population as calculated in subsection D of 
this section. 

D. Calculation of Large Municbal Provider’s Service Area Population 

The director shall calculate a large municipal provider S service area population for a 
calendar year as follows, unless the director has approved an alternative methodology for 
calculating the provider S service area population prior to the calendar year in question: 

I .  Determine the number of existing single fami& housing units and existing multifamily 
housing units served by the provider S distribution system as of July I ,  2000, less apiy 
existing single family housing units and any existing multifamily housing units removed 
p o m  theprovider S distribution system between July I ,  2000 and June 30 of the calendar 
year in question. 

2. AGust these totals by the respective average annual vacancy rate for single family 
housing units and ntultgamily housing units as calculated from the most recent census or 
other approved source of information. 

3. Multiply the adjusted number of existing single family housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied single 
fami& housing unit as calculated in accordance with the most recent census or other 
approved source of information. 

4. Multiply the adjusted number of existing multifamily housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied 
multifamily housing unit as calculated in accordance with the most recent census or other 
approved source of inforniation. 

5. Add the products from paragraphs 3 and 4 of this subsection. The sum is the provider’s 
existing residential population. 

6. Determine the number of new single family housing units and new multfamily housing 
units added to the provider S distribution system behyeen July I of the previous calendar 
year and July I of the calendar year in question, less any new single family and new 
mulhyamily housing units removed from the system during that period. 
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housing units and multfamily housing units as calculatedfrom the most recent census or 
other approved source of information. 

8. Multiply the adjusted number of new single family housing units calculated in paragraph 
7 of this subsection by the average number ofpersons per occupied single family housing 
unit as calculated in accordance with the most recent census or other approved source of 
it$omiation. 

Multiply the adjusted number of new multifamily housing units calculated in paragraph 7 
of this subsection by the average number ofpersons per occupied multifamily housing 
unit as calculated in accordance with the most recent census or other approved source of 
in fomiation. 

9. 

IO. Add the product from paragraph 8 to the provider S new single family population as of 
July I of the previous year and add the product from paragraph 9 to the provider 3 new 
multifamilypopulation as of July I of the previous year. The sums are the provider3 new 
single family population and new multifanrily population. 

I 1. Add the results from paragraphs 5 and IO. The sum is the provider 3 service area 
population for the calendar year. 

TABLE 5-103.A 
EXISTING RESIDENTIAL AND NON-RESIDENTIAL GPCD COMPONENTS 

PINAL ACTIVE MANAGEMENT AREA 

E. Exclusion of Deliveries of Central Arizona Project Water from Total GPCD Requirement 

1. Exclusion 

A large niunicipalprovider may apply to the director to have CAP water delivered by the 
provider to a non-residential customer excluded from the provider's total water use when 
determining the provider's compliance with its total GPCD requirement as established 
pursuant to subsection B of this section. The director shall grant a one time exclusion for 
a period not to exceed ten years if the director$nds that all of the folIowing apply: 

a. The provider will ultimately serve direct use efluent to the non-residential customer 
from a wastewater treatment plant that is either in existence or planned for 
construction; the provider will begin replacing the deliveries of CAP water with 
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direct use efluent as soon as direct use efluent becomes available for  delivery to the 
non-residential customer fiom the treatment facility; and the provider will completely 
replace the deliveries of CAP water with direct use efluent within a reasonable 
period of time, not to exceed ten years. 

b. The CAP water that the provider will deliver to the non-residential customer cannot 
be delivered through the provider 'spotable water distribution system to any of its 
customers located outside the boundaries of a water users association. as defined in 
A.R.S. $10-140, because of treatment facilio or distribution system limitations, and 
the provider's CAP water treatment facilities and potable water dislribution system 
have a reasonable level of capacity. 

c. Granting the exclusion will result in the non-residential custonier receiving efluent 
sooner than it would ifthe exclusion is not granted, and the efluent that the non- 
residential customer will receive as a result of the exclusion would not otherwise be 
put to a direct beneficial use by the provider. 

d. Neither the Non-Per Capita Conservation Program described in section 5-IO4 of this 
chapter nor the Alternative Conservation Program described in section 5-105 of this 
chapter are currently an appropriate conservation program for the provider. 

e. gthe notr-residential customer is a tud-rela fed faciliq, a largescale cooling facility, 
or apublicly owned right-of-way, the customer will be required to comply with 
conservation requirements during the duration of the exclusion identical to the 
conservation requirements which would appb to the customer under section 5-1 12 of 
this chapter ifthe customer was using groundwater. 

f: Ifthe CAP water that theprovider will deliver to the non-residential customer is to be 
recovered by the provider pursuant to a recovery well permit issued under Title 45, 
Chapter 3. I,  Arizona Revised Statutes, the provider is unable to deliver CAP water to 
the customer except from a recovery well. 

2. Duration of Exclusion 

The duration of any exclusion grantedpursuant to paragraph 1 of this subsection shall be 
determined by the director at the time the exclusion is granted and shall not exceed ten 
years. Afier the exc~usion has become eflective, the director may at any time rescind the 
exclusion, or reduce the amount of the exclusion as determined pursuant to paragraph 3 
of this subsection, ythe director determines that one of the following applies: 

a. The large municipalprovider is not delivering all available direct use efluent or 
ejluent recovered within the area of impact to the non-residential customer. 

b. The large municipalprovider will not entirely replace the deliveries of CAP water 
with direct use efluent by the date determined by the director to be reasonable at the 
time the exclusion was granted. 

c. The large municipal provider's CAP water treatment facilities or potable water 
distribution system no longer have a reasonable level of capacity. 
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3. Amount of Exclusion 

During the duration of any exclusion grantedpursuant to paragraph 1 of this subsection, 
the amount of CAP water that shall be excluded from the large nzurlic@a~provider’s total 
water usage it1 any calendar year shall be calculated as follows: 

a. Determine the amount of CAP water delivered by the provider to the non-residential 
customer during the calendaryear and then subtract from that amount any amount of 
water used by the non-residential customer during the year in excess of the 
conservation requirements applicable to such use as set forth in section 5-1 12 of this 
chapter. 

b. The amount of CAP water that shall be excludedfi-om the provider 3 total water use 
during the calendar year shall be the volume fiom subparagraph a above, but not to 
exceed the lesser of the following: 

I )  The amount of direct use efluent that will be available for delivery by the 
provider to the non-residential customer during the last year of the exclusion, as 
determined by the director at the time the exclusion is granted. 

2) The amount of groundwater that would have been used by the ?ion-residential 
customer during the year ifthe provider had not served CAP water to the 
customer, as determined by the director. 

4. Agreement by Non-Residential Customer Not to Use Groundwater; Exception 

An exclusion grantedpursuant to paragraph I of this subsection shall not become 
eflective until the non-residential customer agrees in writing that it will not use 
groundwater from a source other than the large municipal provider during the duration 
of the exclusion, except during any temporary period in which the provider is unable to 
deliver a sufficient quantity of water to the customer because of distribution system failure 
or other emergency, andprovided that the customer applies to the director in writingfor 
permission to use the groundwater-within seven days after commencement of the 
provider S distribution system failure or other emergency and the director approves the 
application in writing. 

5. Deliveries of Groundwater by Large Munickal Provider to Non-Residential Customer 
Included in GPCD Requirement; Exception 

During the duration of any exclusion granted pursuant to paragraph 1 of this subsection, 
any groundwater delivered by the large municipal provider to the non-residential 
customer shall be included in determining the provider’s compliance with its GPCD 
requirement, except for groundwater delivered by the provider to the non-residential 
customer during any temporaryperiod, not to exceed 30 days, in which the provider is 
unable to deliver a sufJicient quantity of CAP water or direct use efluent to the customer 
because of distribution system failure or other emergency, and provided that the provider 
applies to the director in writing for an exclusion of such groundwaterfrom its GPCD 
requirement within seven days after commencement of the distribution system failure or 
other emergency and the director approves the application in writing for a specified 
period of time. 
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I WATER USE DATA SHEET I 
NAME OF COMPANY (Arizona Water Company - Tierra Grande System 
ADEQ Public Water System Number: 11 1-076 

MONTHNEAR (12 NUMBEROF GALLONS SOLD GALLONS PUMPED 
Months of Test Year) CUSTOMERS (THOUSANDS) ITHOUSANDSl 

Is the Water Utility Located in an ADWR Active Management Area (AMA)? 

X YES NO 

Does the company have an ADWR Gallons Per Capita Per Day (GPCPD) requirement? 

X YES NO 

If yes, provide the GPCPD amount: Please see the attached calculation of GPCPD from the 3rd 
Management Plan for Pinal Active Management Area 2000-2010. 

I 
I 
I 
I 



I 

I 
e 

B. 

C. 

D. 

A??. 

F. 

5-1 03. 

A. 

for and been acceptedlor regulation under the Non-Per Capita Conservation Program 
described in section 5-1 04 or the Alternative Conservation Program described in section 5- 
10.5. or is designated as an institutional provider under section 5-1 08. 

If a large municipal provider is accepted into the Non-Per Capita Conservation Program, the 
Alternative Conservation Program, or is designated as an institutional provider, the provider 
shall continue to compty with its total GPCD requirement until the first compliance date 
assigned by the director for the provider under the Alternative Conservation Program, the 
Non-Per Capita Conservation Program, or as an Institutional provider. 

A large municipal provider that was regulated under the Non-Per Capita Conservation 
Program, the Alternative Conservation Program or the Institutional Provider Program under 
the Second Management Plan and that applies to be regulated under the same progmni in the 
Third Management Plan 180 days following adoption of the plan shall continue to be 
regulated under the Non-Per Capita Conservation Program, the Alternative Conservation 
Program or the Institutional Provider Program under the Second Management Plan, 
whichever applies, until January 1, 2002 or until the director approves or denies the 
provider's application under the Third Management Plan, whichever is later. 

A large municipal provider may apply for the Non-Per Capita Conservation Program as 
described in section 5-104. gthe director approves the application, the provider shall comply 
with the requirements of the Non-Per Capita Conservation Program beginning on a date 
determined by the director but not later than January I of the year following the year in 
which the application is approved. 

A large municipal provider may apply for the Alternative Conservation Program as described 
in section 5-105. Ifthe director approves the application, the provider shall comply with the 
requirernerirs of rhe Ahenlarive Conservation Program beginning on a date determined by the 
director but not later than January I of the year following the year in which the application is 
approved. 

A large murticipalprovider may apply for designation as an institutional provider pursuant to 
section 5-108 . Ifthe director approves the application, the provider shall comply with the 
institutional provider requirements assigned by the director beginning on a date determined 
by the direcior but not later than January I of the year following the year in which the 
application is approved. 

A large untreared water provider shall comply with the requirements of section 5-1 07. 

All municipal providers shall comply with individual user requirements, distribution system 
requirements, and applicable monitonng and reporting requirements asprescribed in 
sections 5-112. 5-113 and 5-114. 

Large Municipal Provider Total Gallons Per Capita Per Day Program 

Total GPCD Requirement 

1. Beginning with the calendar year determined under paragraph 2 of this subsection, and 
for each calendar year thereafrer until the first Compliance date for any substitute 
municipal conservation requirement in the Fourth Management Plan, a large municipal 
provider regulated under the Total GPCD Program shall not withdraw, divert or receive 
water front any source, except direct use efluent or efluent recovered within the area of 
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impact and excluded CAP water, for non-irrigation use during a year in a total amount 
that exceedr its total GPCD requirement for the year as calculated in subsection B of thk 
section, except as provided in thejlexibility account provisions in section 5-1 06. 

2. A large municipalprovider regulated under the Total GPCD Program shall begin 
complying with its total GPCD requirements, as calculated under subsection B of this 
section, beginning with the calendar year 2000, except that gthe providers total GPCD 
requirement for the year 2000, as calculated under subsection B of this section, is lower 
than the provider Sjnal total GPCD requirement under the Second Management Plan, 
the provider shall begin complying with its total GPCD requirements, as calculated under 
subsection 3 of this section, beginning with calendar year 2002. 

B. Calculation of the Annual Total GPCD Requirement 

A large municipalprovider's Total GPCD requirement for a year shall be calculated as 
follows: 

1. For calendar years 2000 through 2004, multiply the provider's existing residenrial 
population for the year, as calculatedpursuant to subsection D of this section, by the first 
intermediate GPCD component for existing residential population as assigned to the 
provider in Table 5-103.A. 

For calendar years 2005 through 2009, multiply the provider 3 existing residential 
population for the year, as calculatedpursuant to subsection D of this section, by the 
second interniediare GPCD component for existing residential population as assigned to 
the provider in Table 5-103.A. 

For the calendar year 201 0, and for each calendar year thereafter until the first 
compliance date for any substitute total GPCD requirement in the Fourth Management 
Plan, multiply the provider S existing residentialpopulation for the year, as calculated 
pursuant to subsection D of this section, by the$nal GPCD component for existing 
residential population as assigned to the provider in Table 5-103.A. 

2. Multiply the provider 's new single family population for the year, as calculated pursuant 
to subsection D of this section, by 57 GPCD. 

3. Multiply the number of new single family housing units within theprovider's service area 
as of July 1 of the calendar year in question by 149 GPHUD. 

4. Multiply the provider's new multifamily population for  the year, as calculated pursuant to 
subsection D of this section, by 57 GPCD. 

5. Multiply the number of new multfamily housing units within the provider's service area 
as of July I of the calendar year in question by 77 GPHUD. 

6. Multiply the provider's total service area population for  the year, as calculated pursuant 
to subsection D of this section, by the GPCD component for non-residential use as 
assigned to the provider in Table 5-103.A. 

7. Divide the provider 's allowable lost and unaccounted for water by the number of days in 
the calendaryear. The provider 3 allowable lost and unaccounted for  water is the lesser 
of the following: 
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a. the provider 3 actual lost and unaccounted for water for the year, in gallons. 

b. an amount calculated by multiplying the total gallons of waterfioni any source, 
except direct use efluent, withdrawrt, diverted or received by the provider during the 
year by IO percent. 

8. Add the resuh from paragraphs I through 7 of this subsection, and then divide the sum 
by the provider S annual service area population as of July I of that year. The quotient is 
the providers total GPCD requirement for the calendar year. 

C. Compliance with Total GPCD Requirement 

The director shall determine i f a  large niunicipal provider is in compliance with its total 
GPCD requirement for a calendar year pursuant to the flexibility account provisions in 
section 5-106, using the provider's service area population as calculated in subsection D of 
this section. 

D. Calculation of Large Municipal Provider's Service Area Population 

The director shall calculate a large municipal provider's service area population for a 
calendar year as follows, unless the director has approved an alternative methodology for 
calculating the provider 's service area population prior to the calendar year in quation: 

1. Determine the number of existing single family housing units and existing niultfamily 
housing units served by the provider's distribution system as of July I, 2000, less any 
eristing single family housing units and any existing multifamily housing units removed 

from the provider S distribution system between July I .  2000 and June 30 of the calendar 
year in question. 

2. Aa'just these totals by the respective average annual vacancy rate for single famiZy 
housing units and multifamily housing units as calculated from the most recent census or 
other approved source of information. 

3. Multiply the adjusted number of existing single family housing units calculated in 
paragruph 2 of this subsection by the average number ofpersons per occupied single 
family housing unit as calculated in accordance with the most recent census or other 
approved source of information. 

4. Multiply the adjusted number of existing multifamily housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied 
multifamily housing unit as calculated in accordance with the most recent census or other 
approved source of infomiation. 

5. Add the products from paragraphs 3 and 4 of this subsection. The sum is the provider's 
existing residential population. 

6. Determine the number of new single family housing units and new multifamily housing 
units added to the provider's distribution system between July I of the previous calendar 
year and July I of the calendar year in question, less any new single family and new 
mulhyantily housing units rentovedfiom the system during thut period. 
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7. 

8. 

A WC - Casu Grande 

A WC - Coolidge 

Town of Florence 

City of Eloy 

9. 

127 125 123 99 

105 103 IO1 29 

I21 119 117 80 

107 105 103 65 

A@st these totals by the respective average annual vacancy rate for single family 
housing units and multijamily housing units as calculated from the most recent census or 
other approved source of information. 

Multiply the adjusted number of new single faniily housing units calculated in paragraph 
7 of this subsection by the average number ofpersons per occupied single family housing 
unit as calculated in accordance with the most recent census or other approved source of 
it formation. 

Multiply the adjusted number of new niultifamily housing units calculated in paragraph 7 
of this subsection by the average number of persons per occupied multifamily housing 
unit as calculated in accordance with the most recent census or other approved source of 
information. 

10, Add the product from paragraph 8 to the provider S new single family population as of 
July I of the previous year and add the product from paragraph 9 to the provider's new 
multifaniilypopulation as ofJuiy I of the previous year. The s u m  are theproviderk new 
single family population and new multfaniily population. 

11. Add the results from paragraphs 5 and 10, The sum is the provider's service area 
population for the calendar year. 

TABLE 5-I03.A 
EXSTING RESIDENTIAL AND NON-RESIDENTIAL GPCD COMPONENTS 

PINAL ACTNE MANAGEMENT AREA 

E. Exclusion of Deliveries of Central Arizona Project Water from Total GPCD Requirement 

1. Exclusion 

A large municipalprovider may apply to the director to have CAP water delivered by the 
provider to a non-residential custonier excludedfram the provider 's rota1 water use when 
defermining the provider S compliance with its total GPCD requirement as established 
pursuant to subsection B of this section. The director shall grant a one time exclusion for 
a period not to exceed ten years f t h e  director finds that all of the following apply: 

a. The provider will ultimately serve direct use efluent to fhe non-residential customer 
from a wastewater treatment plant that is either in existence or planned for 
construction; the provider will begin replacirrg the deliveries of CAP water with 
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direct use efluent as soon as direct use efluent becomes available for delivery to the 
non-residential customer porn the treatment facility; and the provider will completely 
replace the deliveries of CAP water with direct use effluent within a reasonable 
period of time, not to exceed ten years. 

b. The CAP water that the provider will deliver to the non-residential custonter cannot 
be delivered through the provider Spotable water distribution system to any of its 
customers located outside the boundaries of a water users association, as defined in 
A.R.S. $10-140, because of treatment faciliv or distribution system limitations, and 
the provider S CAP water treatment facilities and potable water distribution system 
have a reasonable level of capacity. 

e. Granting the exclusion will result in the non-residential cuslonier receiving effluent 
sooner than it would ifthe exclusion is not granted, and the efluent that the non- 
residential customer will receive as a result of the exclusion would not otherwise be 
put to a direct beneficial use by the provider. 

d. Neither the Non-Per Capita Conservation Program described in section 5-104 of this 
chapter nor the Alternative Conservation Program described in section 5-105 of this 
chapter are currently an appropriate conservation program for the provider. 

e. If the noli-residential customer is a tug-related faciliv, a large-scale cooling facility, 
or a publicly owned right-ojlway, the customer will be required to comply with 
conservation requirements during the duration of the exclusion identical to the 
conservation requirements which would apply to the customer under section 5-1 22 of 
this chapter ifthe customer was using groundwater. 

f: ythe CAP water that the provider will deliver to the non-residential customer is to be 
recovered by the provider pursuant to a recovery well permit issued under Title 45, 
Chapter 3. 1, Arizona Revised Statutes, the provider is unable to deliver CAP water to 
the customer except from a recovety well. 

2. Duration of Exclusion 

The duration of any exclusion grantedpursuant to paragraph I of this subsection shall be 
determined by the director at the time the exclusion is granted and shall not exceed ten 
years. Afrer the exclusion has become eflective, the director may at any time rescind the 
exclusion, or reduce the amount of the exclusion as determinedpursuant to paragraph 3 
of this subsection, ifthe director deternines that one of the following applies: 

a. The large municipalprovider is not delivering all available direct use efluetit or 
efluent recovered within the area of impact to the non-residential customer. 

b. The large municipalprovider will not entirely replace the deliveries of CAP water 
with direct use efluent by the date determined by the director to be reasotaable at the 
time the exclusion was granted. 

c. The large municipal provider's CAP water treatment facilities or potable water 
distribution system no longer have a reasonable level of capacity. 
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3. Amount of Exclusion 

During the duration of any exclusion grantedpursuant to paragraph 1 of this subsection, 
the amount of CAP water that shall be excluded from the large murlicipal provider's total 
water usage in any calendar year shall be calculated (IS follows: 

a. Determine the amount of CAP water delivered by the provider to the non-residential 
customer during the calendar year and then subtract )om that amount any amount of 
water used by the non-residential customer during the year in excess of the 
conservation requirements applicable to such use as set forth in section 5112 of this 
chapter, 

b. The amount of CAP water that shall be excludedfrom the provider *s total water use 
during the calendar year shall be the volumefiom subparagraph a above, but not to 
exceed the lesser of the following: 

I )  The amount of direct use effluent that will be available for delivery by the 
provider to the non-residential customer during the last year of the exclusion, as 
determined by the director at the time the exclusion is granted. 

2) The amount of groundwater that would have been used by the ?ion-residential 
customer during the year ifthe provider had not served CAP water to the 
customer, as determined by the director. 

4. Agreement by Nom-Residential Customer Not to Use Groundwater; Exception 

An exclusion grantedpursuant to paragraph I of this subsection shali not become 
ef/kctive until the non-residential customer agrees in writing that it will not use 
groundwater from a source other than the large municipal provider during the duration 
of the exclusion, except during any temporary period in which the provider is unable to 
deliver a suflcient quantity of water to the customer because of distribution system failure 
or other emergency, andprovided that the customer applies to the director in writing for 
permission to use the groundwater-within seven days after commerzcement of the 
provider S distribution system failure or other emergency and the director approves the 
application in writing. 

5. Deliveries of Groundwater by Large Municipal Provider to Non-Residential Customer 
lncluded in GPCD Requirement; Exception 

During the duration of any exclusion granted pursuant to paragraph I of this subsection, 
any groundwater delivered by the large ntunicipal provider to the non-residential 
customer shall be included in determining the provider's compliance with its GPCD 
requirement, except for groundwater delivered by the provider to the non-residential 
customer during any temporaryperiod, not to exceed 30 days, in which the provider is 
unable to deliver a suflcient quantity of CAP water or direct use effluent to the customer 
because of distribution system failure or other emergency, and provided that the provider 
applies to the director in writing for an exclusion of such groundwaterfrom its GPCD 
requirement within seven days afrer conmencement of the distribution system failure or 
other emergeticy and the director approves the application in writing for a specified 
period of time. 

Pinal AMA 5-35 





WATER USE DATA SHEET I 
NAME OF COMPANY /Arizona Water Company - Stanfield System 

DEQ Public Water System Number: I 1 1 -01 2 

Is the Water Utility Located in an ADWR Active Management Area (AMA)? 

X YES NO 

Does the company have an ADWR Gallons Per Capita Per Day (GPCPD) requirement? 

X YES NO 

If yes, provide the GPCPD amount: Please see the attached calculation of GPCPD from the 3rd 
Management Plan for Pinal Active Management Area 2000-2010. 



a 

B. 

C. 

D. 

E. 

F. 

5-1 03. 

A. 

for  and been accepted for regulation under the Non-Per Capita Conservation Program 
described in section 5-104 or the Alternative Conservation Program described in section 5- 
105, or is designated as an institutional provider under section 5-1 08. 

H a  large municipal provider is accepted into the Non-Per Capita Conservation Program, the 
Alternative Conservation Program, or is designated as an institutional provider, the provider 
shall continue to comply with its total GPCD requirement until thejirst compliance date 
assigned by the director for the provider under the Alternative Conservation Program, the 
Non-Per Capita Conservation Program, or as an Institutional provider. 

A large municipal provider that was regulated under the Non-Per Capita Conservation 
Program, the Alternative Conservation Program or the Institutional Provider Program under 
the Second Management Plan and that applies to be regulated under the same program in the 
Third Management Plan 180 days following adoption of the plan shall continue to be 
regulated under the Non-Per Capita Conservation Program, the Alternative Conservation 
Program or the Institutional Provider Program under the Second Management Plan, 
whichever applies, until January I ,  2002 or until the director approves or denies the 
provider's application under the Third Management Plan, whichever is later. 

A large municipal provider may apply for the Non-Per Capita conservation Program as 
described in section 5-1 04. If the director approves the application, the provider shall comply 
with the requirements of the Non-Per Capita Consewation Program beginning on a date 
determined by the director but not later than January I of the year following the year in 
which the application is approved. 

A large municipal provider may apply for the Alternative Conservation Program as described 
in section 5-105. Y t h e  director approves the application, the provider shall comply with the 
requirements of the Alternative Conservation Program beginning on a date determined by the 
director but not later than January I of the year following the year in which the application is 
approved. 

A large municipal provider may apply for designation as an institutional provider pursuant to 
section 5-108. rfthe director approves the application, the provider shall comply with the 
institutional provider requirements assigned by the director beginning on a date determined 
by the director but not later than Januav I of the year following theyear in which the 
application is approved. 

A large untreated water provider shall comply with the requirements of section 5-107. 

AN municipal providers shall conply with individual user requirements, distribution system 
requirements, and applicable monitoring and reporting requirements as prescribed in 
sections 5-112. 5-113 and 5-114. 

Large Munic@al Provider Total Gallons Per Capita Per Day Program 

Total GPCD Requirement 

3. Beginning with the calendar year determined under paragraph 2 of this subsection, and 
for each calendar year thereafter until the first compliance date for any substituie 
municipal conservation requirement in the Fourth Management Plan, a large municeal 
provider regulated under the Total GPCD Program shall not withdraw, divert or receive 
water from any source, except direct use elfluent or efluent recovered within the area of 
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impact and excluded CAP water, for non-irrigation use during a year in a total amount 
that exceedr its total GPCD requirement for the year as calculated in subsection B of this 
section, except as provided in the flexibiliy account provisions in section 5-1 06. 

2. A large municipalprovider regulated under the Total GPCD Program shall begin 
complying with its total GPCD requirements, as calculated under subsection B of this 
section, beginning with the calendar year 2000, except that if the providers total GPCD 
requirement for the year 2000. as calculated under subsection B of this section, is lower 
than the provider 'sjnal total GPCD requiremetlt under the Second Management Plun, 
the provider shall begin Complying with its total GPCD requirements, as calculated under 
subsection B of this section, beginning with calendar year 2002. 

B. Calculation of the Annual Total GPCD Requirement 

A large municipal provider 's Total GPCD requirement for a year shall be calculated as 
follows: 

1. For calendar years 2000 through 2004, niultiply the provider's existing residential 
population for the year, as calculatedpursuant to subsection D of this section, by thefirst 
intermediate GPCD component for existing residential population as assigned to the 
provider in Table 5-103.A. 

For calendar years 2005 through 2009, multiply the provider's existing residential 
population for the year, as calculated pursuant to subsection D of this section, by the 
second intermediate GPCD component for existing residential population as assigned to 
the provider in Table 5-103.A. 

For the calendar year 2010, and for each calendar year thereafter utttil the first 
compliance date for any substitute total GPCD requirement in the Fourth MaBagement 
Plan, multiply the provider's existing residential population for the year, as calculated 
pursuant to subsection D of this section, by the final GPCD component for existing 
residential population as assigned to the provider in Table 5-1 03.A. 

2. Multiply the provider 's new single family population for the year, as calculated pursuant 
to subsection D of this section, by 57 GPCD. 

3. Multiply the number of new single family housing units within the provider's service area 
as of July I of the calendar year in question by I49 GPHUD. 

4. Multiply the provider's new multifamily population for  the year, as calculated pursuant to 
subsection D of this section, by 57 GPCD, 

5. Multiply the number of new mu1tij;lrnily housing itnits within the provider's service area 
as of July I of the calendar year in question by 77 GPHUD. 

6. Multiply the provider 3 total service area population for  the year, as calculated pursuant 
to subsection D of this section, by the GPCD component for non-residential use as 
assigned to the provider in Table E 103.A. 

7. Divide the provider's allowable lost arid unaccounted for water by the number of days in 
the calendar year. The provider 's allowable lost and unaccounted for  water is the lesser 
of the following: 
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a. the provider's actual lost and unaccounted for water for the year, in gallons. 

b. an amount calculated by multiplying the total gallons of water from any source, 
except direct use efluent, withdrawn, diverted or received by the provider during the 
year by 10 percent. 

8. Add the resultsjiom paragraphs 1 through 7 of this subsection, and then divide the sum 
by the provider 3 annual service area population as of July 1 of that year. The quotient is 
the provider's total GPCD requirement for the calendar year. 

C. Compliance with Total GPCD Requirement 

The director shall detemine g a  large municipal provider is in compliance with its total 
GPCD requirement for a calendar year pursuant to thejle.xibili@ account provisions in 
section 5-106, using the provider's service area population as calculated in subsection D of 
this section. 

D. Calculation of Large Municipal Provider's Service Area Population 

The director shall calculate a large municipal provider 's service area population for a 
calendaryear as follows, unless the director has approved an alternative methodology for 
calculating the provider's service area population prior to the calendar year in question: 

I .  Determine the number of existing single family housing units and existing multifamily 
housing units served by the provider's distribution system as of July 1, 2000, less any 
existing single family housing units and any existing multifamily housing units removed 

from the provider 's distribution system between July I ,  2000 and June 30 of the calendar 
year in question. 

2. Adjust these totals by the respective average annual vacancy rate for single family 
housing units and multifamily housing units as calculatedfrom the most recent census or 
other approved source of information. 

3. Multiply the adjusted number of existing single family housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied single 
family housing unit as calculated in accordance with the most recent census or other 
approved source of information. 

4. Multiply the adjusted number of existing multifamily housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied 
multifamily housing unit as calculated in accordance with the most recent census or other 
approved source of information. 

5. Add the productsfrom paragraphs 3 and 4 of this subsection. The sum is the provider's 
existing residential population. 

6. Determine the number of new single family housing units and new multifamily housing 
units added to the provider 's distribution system between Jury I of the previous caleitdar 
year and July I of the calendar year in question, less any new single family and new 
multfamily housing units rentoved from the system during that period. 

Pinal AMA 5-32 



7. Adjust these totals by the respective average annual vacancy rate for single fami& 
housing units and multifamily housing units as calculated from the most recent census or 
other approved source of information. 

A WC - Casa Grancie 

A WC - Coolidge 

Town of Florence 

Civ of Eloy 

8. Multiply the adjusted number of new single fanrily housing units calculated in paragraph 
7 of this subsection by the average number ofpersons per occupied single family housing 
unit as calculated in accordance with the most recent census or other approved source of 
infomiation. 

127 I25 I23 99 

I 05 I03 IOI 29 

I21 I19 I17 80 

I07 I05 I 03 65 

9. Multiply the adjusted number of new niulrifamily housing units calculated in paragraph 7 
of this subsection by the average number ofpersons per occupied multifamily housing 
unit as calculated in accordance with the most recent census or other approved source of 
in formation. 

IO. Add the product from paragraph 8 to the provider’s new single familypopulation as of 
July 1 of the previous year and add the product from paragraph 9 to the provider’s new 
multifamily population as of July I of the previous year. The sums are the provider’s new 
single family population and new multganiily population. 

I I .  Add the resultssfrom paragraphs 5 and IO. The sum is the provider’s service area 
population for the calendar year. 

TABLE 5-I 03.A 
EXISTING RESIDENTIAL AND NON-RESIDENTIAL GPCD COMPONENTS 

PINAL ACTIVE MANAGEMENTAREA 

I .  Exclusion 

A large niunicipalprovider niay apply to the director to have CAP water delivered by the 
provider to a non-residential custonier excluded from the provider’s total water use when 
determining the provider’s compliance with its total GPCD requirement as established 
pursuant to subsection B of this section. The director shall grant a one time exclusion for 
a period not to exceed ten years ifthe director finds that all of the following apply: 

a. The provider will ultimately serve direct use effruent to the non-residential customer 
from a wastewater treatment plant that is either in existence or planned for 
construction; the provider will begin replacing the deliveries of CAP water with 
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direct use effluent as soon as direct use efluent becomes available for delivery io the 
non-residential customerfiom the treatment facility; aiid the provider will coinpletely 
replace the delivenes of CAP water with direct use effluent within a reasonable 
period of time, not to exceed ten years. 

b. The CAP water that the provider will deliver to the non-residential customer cannot 
be delivered through the provider 'spotable water distribution system to any of its 
customers located outside the boundaries of a water users association, as defined in 
A.R.S. $10-140, because of treatment facility or distribution system limitations, and 
the provider's CAP water treatment facilities and potable water distribution system 
have a reasonable level of capacity. 

e. Granting the exclusion will result in the non-residential customer receiving effluent 
sooner than it would f t he  exclusion is not granted, and the effluent that the non- 
residential customer will receive as a result of the exclusion would not otherwise be 
put to a direct benejcial use by theprovider. 

d. Neither the Non-Per Capita Conservation Program described in section 5-104 of this 
chapter nor the Alternative Conservation Program described in section 5-105 of this 
chapter are currently an appropriate conservation program for the provider. 

e. ythe non-residential customer is a tu@-relatedfacili& a large-scale cooling facility, 
or apublicly owned right-of-way, the customer will be required to comply with 
conservation requirements during the duration of the exclusion identical to the 
conservation requirements which would appb to the customer under section 5-1 12 of 
this chapter if the customer was using groundwater. 

f: ythe CAP water that the provider will deliver to the non-residential customer is to be 
recovered by the provider pursuant to a recovery well permit issued under Title 45, 
Chapter 3. I ,  Arizona Revised Statutes, the provider is unable to deliver CAP water to 
the customer exceptfiom a recovery well. 

2. Duration of Exclusion 

The duration of any exclusion grantedpursuant to paragraph 1 of this subsection shall be 
determined by the director at the time the exclusion is granted and shall not exceed ten 
years. After the exclusion has become eflective, the director may at any time rescind the 
exclusion, or reduce the amount of the exclusion as detenninedpursuant to paragraph 3 
of this subsection, gthe director determines that one of the following applies: 

a. The large municipalprovider is not delivering all available direct use efluent or 
efluent recovered within the area of impact to the non-residential customer. 

The large niunicipalprovider will not entirely replace the deliveries of CAP water 
with direct use effluent by the date determined by the director to be reasonable at the 
time the exclusion was granted. 

The large niunicipalprovider 's CAP water treatment facilities or potable water 
distribution system no longer have a reasonable level of capacity. 

b. 

c. 
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3. Amount of Exclusion 

During the duration of any exclusion granted pursuant to paragraph I of this subsection, 
the amount of CAP water that shall be excluded from the large muriicipalprovider ‘s total 
water usage in any calendar year shall be calculated as follows: 

a. Determine the amount of CAP water delivered by the provider to the non-residential 
customer during the calendar year and then subtract from that amount any amount of 
water used by the non-residential customer during the year in excess of the 
conservation requirements applicable to such use as set forth in section 5-1 12 of this 
chapter. 

b. The amount of CAP water that shall be excludedfiom the provider’s total water use 
during the calendar year shall be the volume fiom subparagraph a above, but not to 
exceed the lesser of the following: 

I )  The amouni of direct use efluent that will be available for delivery by the 
provider to the non-residential customer during the last year of the exclusion, as 
determined by the director at the time the exclusion is granted. 

2) The amount of groundwater that would have been used by the iron-residential 
customer during the year ifthe provider had not sewed CAP water to the 
customer, as determined by the director. 

4. Agreement by Nan-Residential Customer Not to Use Groundwater; Exception 

An exclusion granted pursuant to paragraph I of this subsection shaN not become 
eflective until the non-residential customer agrees in writing that it will not use 
groundwater from a source other than the large municipal provider during the duratio~ 
of the exclusion, except during any temporary period in which the provider zk unable to 
deliver a sufficient quantity of water to the customer because of distribution system failure 
or other emergency, andprovided that the customer applies to the director in writing for 
permission to use the groundwater within seven days after commencement of the 
provider’s distribution system failure or other emergency and the director approves the 
application in writing. 

5. Deliveries of Groundwater by Large Municipal Provider to Non-Residential Customer 
Included in GPCD Requirement; Exception 

During the duration of any exclusion grantedpursuant to paragraph I of this subsection, 
any groundwater delivered by the large ntunicipal provider to the non-residential 
customer shall be included in determining the provider’s compliance with its GPCD 
requirement, except for groundwater delivered by the provider to the non-residential 
customer during any temporary period, not to exceed 30 days, in which the provider is 
unable to deliver a suflicient quantity of CAP water or direct use efluent to the customer 
because of distribution system failure or other emergency, and provided that the provider 
applies to the director in writing for an exclusion of such groundwater from its GPCD 
requirement wirhi~ seven days afier commencement of the distribution system failure or 
other emergency and the director approves the application in writing for a specified 
period of time. 

Pinal AMA 5-35 





I, WATERUSEDATASHEET 

1 ,NAME OF COMPANY ]Arizona Water Company -White Tanks System 
*ADEQ Public Water System Number: 107-1 28 

9. SEPTEMBER 
I O .  OCTOBER 
11. NOVEMBER 
12. DECEMBER 
TOTAL 

I 
I 

X YES NO 

1298 21672.8 20220.3 
1319 19388.4 19771.5 
1328 17402.2 15335.7 
1337 14982.6 12600.2 
N/A 21 4493.4 225867.2 

8 Does the company have an ADWR Gallons Per Capita Per Day (GPCPD) requirement? 

X YES NO 

l If yes, provide the GPCPD amount: Please see the attached calculation of GPCPD from the 3rd 
Management Plan for Phoenix Active Management Area 2000-201 0. I 

I 
‘I 



F. All municipal providers shall comply with individual user requirements, distribution system 
requirements, and applicable monitoring and reporting requirements asprescribed in 
sections 5-112, 5-113, and 5-114. 

Large Municipal Provider Total Gallons Per Capita Per Day Program 5-103. 

A. Total GPCD Requirement 

I .  Beginning with the calendar year determined under paragraph 2 of this subsection, and 
for each calendar year thereafter until thefirst compliance date for any substitute 
municipal conservation requirement in the Fourth Management Plan, a large municipal 
provider regulated under the total GPCD program shall not withdraw, divert or receive 
water @om any source, except spillwater, direct use efluent, efluent recovered within the 
area of impact, and excluded CAP water,for non-irrigation use during a year in a total 
amount that exceeds its total GPCD requirement for the year as calculated in subsection 
B of this section, except as provided in the flexibility account provisions in section 5-106. I 

2. A large munic@alprovider regulated under the Total GPCD Program shall begin 
complying with its total GPCD requirements as calculated under subsection B of this 
section beginning with calendar year 2000, except that f t h e  provider’s total GPCD 
requirement for the year 2000 as calculated under subsection B of this section is lower 
than the provider ’sjinal total GPCD requirement under the Second Management Plan, 
the provider shall begin complying with its total GPCD requirements as calculated under 
subsection 3 of this section beginning with calendar year 2002. 

B. Calculation of the Annual Total GPCD Requirement 

A large municipal provider’s total GPCD requirement for a year shall be calculated as 
follows: 

1. For calendar years 2000 through 2004, multiply the provider’s existing residential 
population for the year, as calculatedpursuant to subsection D of this section, by thefirst 
intermediate GPCD component for existing residential population as assigned to the 
provider in Table 5-1 03.A. 

For calendar years 2005 through 2009, multiply the provider’s existing residential 
population for the year, as calculatedpursuant to subsection D of this section, by the 
second intermediate GPCD component for  existing residential population as assigned to 
the provider in Table 5-103.A. 

For the calendar year 2010, and for each calendar year thereafter until thefirst 
compliance date for any substitute total GPCD requirement in the Fourth Management 
Plan, multiply the provider’s existing residential population for the year, as calculated 
pursuant to subsection D of this section, by the final GPCD component for existing 
residential population as assigned to the provider in Table 5-1 03.A. 

2. Multiply the provider’s new single family population for the year, as calculated pursuant 
to subsection D of this section, by 57 GPCD. 

3. Multiply the number of new single family housing units within the provider’s service area 
as of July I of tlie calendar year in question by I78 GPHUD. 
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4. Multiply the provider S new multifamily population for the year, as calculated pursuant to 
subsection D of this section, by 57 GPCD. 

5. Multiply the number of new multifamily housing units within the provider’s service area 
as of Jury I of the calendar year in question by 77 GPHUD. 

Multiply the provider S total semce area population for the year, as calculated pursuant 
to subsection D of this section, by the GPCD component for non-residential use as 
assigned to the provider in Table 5-I03.A. 

6. 

7. Divide the provider’s allowable lost and unaccounted for water by the number of days in 
the calendar year. The provider S allowable lost and unaccounted fo r  water is the lesser 
of the following: 

a. the provider ’s actual lost and unaccounted for water for the year, in gallons. 

b. an amount calculated by multiplying the total gallons of water from any source, 
except direct use efluent, withdrawn, diverted or received by the provider during the 
year by I O  percent. 

8. Add the results from paragraphs I through 7 of this subsection, and then divide the sum 
by the provider’s annual service area population as of July I of that year. The quotient is 
the provider ’s total GPCD requirement for the calendar year. 

C. Compliance with Total GPCD Requirement 

The director shall determine f a  large municipal provider is in compliance with its total 
GPCD requirement for a calendar year pursuant to the frexibility account provisions in 
section 5-106, using the provider’s service area population as calculated in subsection D of 
this section. 

D. Calculation of Large Municipal Provider’s Service Area Population 

The director shall calculate a large municipal provider 3 service area population for a 
calendar year as follows, unless the director has approved an alternative methodology for 
calculating the provider’s service area population prior to the calendar year in question: 

1. Determine the number of existing single family housing units and existing multifamily 
housing units served by the provider’s distribution system as of July I ,  2000, less any 
existing single family housing units and any existing multifamily housing units removed 

@om the provider’s distribution system between July I ,  2000 andfune 30 of the calendar 
year in question. 

2. Adjust these totals by the respective average annual vacancy rate for  single family 
housing units and multifamily housing units as calculated from the most recent census or 
other approved source of itfornation. 

3. Multbly the adjusted number of existing single family housing units calculated in 
paragraph 2 of this paragraph by the average number ofpersons per occupied single 
family housing unit as calculated in accordance with the most recent census or other 
approved source of infomiation. 

Phoenix AMA 5-38 



TABLE 5-103.A 
GPCD COMPONENT REQUIREMENTS 

PHOENIX ACTIVE MANAGEMENT AREA 
FOR EXISTING RESIDENTIAL AND NON-RESIDENTIAL 

Adamari Mutual Water Company 

AJ Water Facilities District 

City of Avondale 

A WC - Apache Junction 

A WC - Superior 

A WC - White Tanks 

I08 107 I 05 30 

IO0 100 100 62 

118 109 100 36 

IO0 I00 100 34 

I00 100 I O 0  18 

136 I23 111 18 

Berneil Water Company 

Town of Buckeye 

Carefree Water Company 

Cave Creek Water Company 

City of Chandler 

Chaparral City Water Company 

Citizens Utilities - Agua Fria 
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421 407 392 18 

IO0 IO0 IO0 47 

205 1 98 I91 341 

111 I09 I07 45 

127 123 119 66 

140 136 133 I19 

I 05 103 100 I9 



TABLE 5-103.A 
GPCD COMPONENT REQUIREMENTS 

PHOENIX ACTIVE MANAGEMENT AREA 
FOR EXISTING RESIDENTIAL AND NON-RESIDENTIAL 

City of Phoenix 

Pima Utilities 

Queen Creek Water Company 

Rio Verde Utilities 

Rose Valley Water Company 

City of Scottsdale 

Sunrise Water Company 

City of Tempe 

City of Tolleson 

Valley Utilities 

Williams Air Park 

135 129 123 66 

133 127 122 28 7 

194 175 156 30 

141 139 13 7 855 

1 72 166 I60 18 

171 I66 I 62 71 

133 129 124 18 

128 124 121 113 

123 I20 117 35 

116 1 08 I00 18 

101 I01 I O 0  308 

4. MultipIy the adjusted number of existing multifamily housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied multi- 
family housing unit as calculated in accordance with the most recent census or other 
approved source of itformation. 

5. Add the products from paragraphs 3 and 4 of this subsection. The sum is the provider's 
existing residential population. 

6. Determine the number of new single family housing units and new multifamily housing 
units added to the provider's distribution system between July I of the previous calendar 
year and July I of the calendar year in question, less any new single family and new 
multifamily housing units removedfrom the system during that period. 

7. Adjust these totals by the respective average annual vacancy rate fo r  single family 
housing units and niultijbmily housing units as calculatedfrom the most recent census or 
other approved source of information. 

8. Multiply the adjusted number of new single family housing units calculated in paragraph 
7 of this subsection by the average number ofpersons per occupied single fami@ housing 
unit as calculated in accordance with the most recent census or other approved source of 
information. 

9. Multipb the adjusted number of new multifamily housing units calculated in paragraph 7 
of this subsection by the average number ofpersons per occupied multifamily housing 
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unit as calculated in accordance with the most recent census or other approved source of 
information. 

10. Add the product from paragraph 8 of this subsection to the provider's new single family 
population as of July I of the previous year and add theproductjPom paragraph 9 of this 
subsection to the provider's new multifamily population as of July 1 of the previous year. 
The sums are the provider's new single family population and new multifamily 
population. 

1 I. Add the results from paragraphs 5 and 10 of this subsection. The sum is the provider's 
service area population for the calendar year. 

E. Exclusion of Deliveries of Central Arizona Project Water from Total GPCD Requirement 

I .  Exclusion 

A large municipal provider may apply to the director to have CAP water delivered by the 
provider to a non-residential customer excludedfrom the provider's total water use when 
determining the provider's compliance with its total GPCD requirement as established 
pursuant to subsection B of this section. The director shall grant a one time exclusion for 
a period not to exceed ten years if the director finds that all of the following apply: 

a. The provider will ultimately serve direct use efluent to the non-residential customer 
from a wastewater treatment plant that is either in existence or planned for 
construction; the provider will begin replacing the deliveries of CAP water with 
direct use efluent as soon as direct use effluent becomes available for delivery to the 
non-residential customer from the treatment facility; and the provider will completely 
replace the deliveries of CAP water with direct use effluent within a reasonable 
period of time, not to exceed ten years. 

b. The CAP water that the provider will deliver to the non-residential customer cannot 
be delivered through the provider 'spotable water distribution system to any of its 
customers located outside the boundaries of a water users association, as defined in 
A.R.S. j 10-140, because of treatment facility or distribution system limitations, and 
the provider 's CAP water treatment facilities and potable water distribution system 
have a reasonable level of capacity. 

c. Granting the exclusion will result in the non-residential customer receiving efluent 
sooner than it would ifthe exclusion is not granted, and the efluent that the non- 
residential customer will receive as a result of the exclusion would not otherwise be 
put to a direct benejcial use by the provider. 

d. Neither the Non-Per Capita Conservation Program described in section 5-1 04 of this 
chapter nor the Alternative Consewation Program described in section 5-105 of this 
chapter are currently an appropriate conservation program for the provider. 

e. If the non-residential customer is a turf related faciliv, a large-scale cooling facility, 
or a publicly owned right-ojrway, the customer will be required to comply with 
conservation requirements during the duration of the exclusion identical to the 
conservation requirements that would apply to the customer under section 5-112 of 
this chapter if the customer was using groundwater. 
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J rfthe CAP water that the provider will deliver to the non-residential customer is to be 
recovered by the provider pursuant to a recovery well permit issued under Title 45, 
Chapter 3.1, Arizona Revised Statutes, the provider is unable to deliver CAP water to 
the customer except from a recovery well. 

2. Duration of Exclusion 

The duration of any exclusion grantedpursuant to paragraph I of this subsection shall be 
detennined by the director at the time the exclusion is granted and shall not exceed ten 
years. Afier the exclusion has become efective, the director may at any time rescind the 
exclusion, or reduce the amount of the exclusion as determinedpursuant to paragraph 3 
of this subsection, ifthe director determines that one of the following applies: 

a. The Iarge municipal provider is not delivering all available effluent to the non- 
residential customer. 

b. The large municipalprovider will not entirely replace the deliveries of CAP water 

exclusion was granted. 

, 
with effluent by the date deterniined by the director to be reasonable at the time the I 

c. The Iarge municipal provider S CAP water treatment facilities or potable water 
distribution system no longer have a reasonable level of capacity. 

3. Amount of Exclusion 

During the duration of any exclusion grantedpursuant to paragraph 1 of this subsection, 
the amount of CAP water that shall be excluded from the large municipalprovider’s total 
water usage in any calendar year shall be calculated as follows: 

a. Determine the amount of CAP water delivered by the provider to the non-residential 
customer during the calendar year and then subtract from that amount any amount of 
water used by the non-residential customer during the year in excess of the 
conservation requirements applicable to such use as set forth in section 5-112 of this 
chapter. 

The amount of CAP water that shaN be excluded from the provider 3 total water use 
during the calendar year shall be the volumefiom subparagraph a above, but not to 
exceed the lesser of the following: 

b. 

I )  The amount of efluent that will be available for  direct delivery by the provider to 
the non-residential customer during the last year of the exclusion, as determined 
by the director at the time the exclusion is granted. 

2) The amount of groundwater that would have been used by the non-residential 
customer during the year $the provider had not served CAP water to the 
customer, as detennined by the director. 

4. Agreement by Non-Residential Customer Not to Use Groundwater: Exception 

An exclusion grantedpursuant to paragraph I of this subsection shall not become 
efective until the non-residential customer agrees in writing that it will not use 
groundwater from a source other than the large municipal provider during the duration 
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. 

of the exclusion, except during any temporaryperiod in which theprovider is unable to 
deliver a sufficient quantity of water to the customer because of distribution system failure 
or other emergency, andprovided that the customer applies to the director in writing for 
permission to use the groundwater within seven days ajier commencement of the 
provider’s distribution system failure or other emergency and the director approves the 
application in writing. 

5. Deliveries of Groundwater by Large Municipal Provider to Non-Residential Customer 
Included in GPCD Requirement; Exception 

During the duration of any exclusion grantedpursuant to paragraph I of this subsection, 
any groundwater delivered by the large municipal provider to the non-residential 
customer shall be included in determining the provider’s compliance with its GPCD 
requirement, except for groundwater delivered by the provider to the non-residential 
customer during any temporaly period, not to exceed 30 days, in which the provider is 
unable to deliver a sufticient quantity of CAP water or efluent to the customer because of 
distribution system failure or other emergency, and provided tliat the provider applies to 
the director in writing for an exclusion of such groundwater from its GPCD requirement 
within seven days after commencement of the distribution system failure or other 
emergency and the director approves the application in writing for a specijied period of 
time. 

5-1 04. Non-Per Capita Conservation Program 

A. EIigibiIiQ for  the Non-Per Capita Conservation Program 

A large municipalprovider may apply for the Non-Per Capita Conservation Program ifany 
of the following applies: 

1. The provider is a member of a groundwater replenishment district established under Title 
48, Chapter 27, Arizona Revised Statutes. 

2. The service area of the provider has qualified as a member service area under Title 48, 
Chapter 22, Arizona Revised Statutes, or as a water district member under Title 48, 
Chapter 28, Arizona Revised Statutes, and the conditions established under A.R.S. 
$45-576.01(B)(2) and (3) are met by the conservation district or the water district, as 
applicable, for the AMA in which the service area is located. 

3. The provider has developed a plan to both: 

a) Reduce the proportion of mined groundwater supplied by it for use within its service 
area such that the result computed by dividing the volume of mined groundwater 
supplied by the provider for use within its service area in a year by the volume of all 
water supplied by the provider for use within its service area in that year does not 
exceed: 

1) Two-thirds for 2000. 
2) Three-Jjhs for 2001. 
3) Eight-jjeenths for 2002. 
4) Seven-fifieenths for 2003. 
5) Two-fifihs for 2004. 
6) One-third for 2005. 
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WATERUSEDATASHEET I 
NAME OF COMPANY IArizona Water Company - Ajo System 
ADEQ Public Water System Number: 11 0-003 

I 18 Months of Test Ye 

11 
' 1  
' 8  
,I 

I I 

I 

Is the Water Utility Located in an ADWR Active Management Area (AMA)? 

I YES x NO 

, 
( ~ o e s  the company have an ADWR Gallons Per Capita Per Day (GPCPD) requirement? 

I 

YES x NO 

If yes, provide the GPCPD amount: 

11 





I WATERUSEDATASHEET 

NAME OF COMPANY 
ADEQ Public Water System Number: 

IArizona Water Company - Coolidge System 
I11-014 

Is the Water Utility Located in an ADWR Active Management Area ( M A ) ?  

X YES NO 

Does the company have an ADWR Gallons Per Capita Per Day (GPCPD) requirement? 

X YES NO 

If yes, provide the GPCPD amount: Please see the attached calculation of GPCPD from the 3rd 
Management Plan for Pinal Active Management Area 2000-2010. P 

I 
I 
I 
I 
I 



B. 

C. 

D. 

E. 

F. 

5-1 03. 

A. 

for and been accepted for regulation under the Non-Per Capita Conservation Program 
described in section 5-104 or the Alternative Conservation Program described in section 5- 
105, or is designated as an institutional provider under section 5-108. 

Ifa large municipal provider is accepted into the Non-Per Capita Conservation Program, the 
Alternative Conservation Program, or is designated as an institutional provider, the provider 
shall continue to comply with its total GPCD requirement until thefirst compliance date 
assigned by the director for the provider under the Alternative Conservation Program, the 
Non-Per Capita Conservation Program, or as an Institutional provider. 

A large municipal provider that was regulated under the Non-Per Capita Conservation 
Program, the Alternative Conservation Program or the Institutional Provider Program under 
the Second Management Plan and that applies to be regulated under the same program in the 
Third Management Plan 180 days following adoption of the plan shall continue to be 
regulated under the Non-Per Capita Conservation Program, the Alternative Conservation 
Program or the Institutional Provider Program under the Second Management Plan. 
whichever applies, until January I ,  2002 or until the director approves or denies the 
provider 's application under the Third Management Plan, whichever is later. 

A large municipalprovider may apply for the Non-Per Capita Conservation Program as 
described in section 5-1 04. rfthe director approves the application, the provider shall comply 
with the requirements of the Nan-Per Capita Conservation Program beginning on a date 
determined by the director but not later than January I of the year following the year in 
which the application is approved. 

A large municipal provider may apply for the Alternative Conservation Program as described 
in section 5-105. Ij-the director approves the application, the provider shall comply with the 
requirements of the Alternative Conservation Program beginning on a date determined by the 
director but not later than January I of the year following the year in which the application is 
approved. 

A large municipal provider may apply for designation as an institutional provider pursuant to 
section 5-1 08 . Ifthe director approves the application, the provider shall comply with the 
institutional provider requirements assigned by the director beginning on a date determined 
by lhe director but not later than January I of the year following the year in which the 
application is approved. 

A large untreated water provider shall comply with the requirements of section 5-1 07. 

AN municipal providers shall comply with individual user requirements, distribution system 
requirements, and applicable monitoring and reporting requirements as prescribed in 
sections 5-112, 5-113 and 5-114. 

Large Municipal Provider Total Gallons Per Capita Per Day Program 

Total GPCD Requirement 

1. Beginning with the calendar year deterniined underparagraph 2 of this subsection, and 
for each calendar year thereafter until thefirst compliance date for any substitute 
municipal conservation requirement in the Fourth Management Plan, a large municipal 
provider regulated under the Total GPCD Program shall not withdraw, divert or receive 
water from any source, except direct use efluent or efluent recovered within the area of 
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impact and excluded CAP water, for non-irrigation use during a year in a total amount 
that exceeds its total GPCD requirement for the year as calculated in subsection B of this 
section, except as provided in thejlexibiliv account provisions in section 5- 106. 

A large municipal provider regulated under the Total GPCD Program shall begin 
complying with its total GPCD requirements, as calculated under subsection B of this 
section, beginning with the calendar year 2000, except that $the providers total GPCD 
requirement for the year 2000, as calculated under subsection B of this section, is lower 
than the provider Sjinal total GPCD requirement under the Second Management Plun. 
the provider shall begin complying with its total GPCD requirements, as calculated under 
subsection B of this section, beginning with calendar year 2002. 

B. Calculation of the Annual Totul GPCD Requirement 

A large municipalprovider’s Total GPCD requirement for a year shall be calculated as 
follows: 

I .  For calendar years 2000 through 2004, multiply the provider’s existing residential 
population for the year, as calculatedpursuant to subsection D of this section, by thefirst 
intermediate GPCD component for existing residential population as assigned to the 
provider in Table 5-103.A. 

For calendar years 2005 through 2009, multiply the provider’s existing residential 
population for the year, as calculated pursuant to subsection D of this section, by the 
second intermediate GPCD component for existing residential population as assigned to 
the provider in Table 5-103.A. 

For the calendar year 201 0, and for each calendar year thereafter until the first 
compliance date for any substitute total GPCD requirement in the Fourth Management 
Plan, multiply the provider S existing residential population for the year, as calculated 
pursuant to subsection D of this section, by the final GPCD component for existing 
residential population as assigned to the provider in Table 5-1 03.A. 

2. Multiply the provider’s new single family population for the year, as calculated pursuant 
to subsection D of this section, by 57 GPCD. 

3. Multiply the number of new single family housing units within the provider ’s service area 
as of July I of the calendar year in question by I49 GPHUD. 

4. Multiply the provider S new multifamily population for the year, as calculated pursuant to 
subsection D of this section, by 57 GPCD. 

5. Multiply the number of new multifamily housing units wifhin the provider S service area 
as of July I of the calendar year in question by 77 GPHUD. 

6. Multiply the provider’s total service area population for the year, as calculated pursuant 
to subsection D of this section, by the GPCD component for  non-residential use as 
assigned to the provider in Table 5-103.A. 

7. Divide the provider’s allowable lost and unaccounted for water by the number of days in 
the calendaryear. The provider’s allowable lost and unaccounted for  water is the lesser 
of the following: 
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a. the provider S actual lost and unaccounted for water for the year, in gallons. 

b. an amount calculated by multiplying the total gallons of water from any source, 
except direct use effluent, withdrawn, diverted or received by the provider during the 
year by I0 percent. 

8. Add the results from paragraphs 1 through 7 of this subsection, and then divide the sum 
by the provider S annual service area population as of July I of that year. The quotient is 
the provider’s total GPCD requirement for the calendar year. 

C. Compliance with Total GPCD Requirement 

The director shall determine i fa large municipal provider is in compliance with its total 
GPCD requirement for a calendar year pursuant to the flexibility account provisions in 
section 5-106, using the provider’s service area population as calculated in subsection D of 
this section. 

D. Calculation of Large Municipal Provider’s Service Area Population 

The director shall calculate a large municipal provider ’s service area population for a 
calendar year as follows, unless the director has approved an alternative methodology for  
calculating the provider’s service area population prior to the calendar year in question: 

1. Determine the number of existing single family housing units and existing multifamily 
housing units served by the provider’s distribution system as of July 1. 2000, less any 
existing single fami4 housing units and any existing multifamily housing units removed 
from theproviderS distribution system between July I ,  2000 and June 30 of the calendar 
year in question. 

2. AGust these totals by the respective average annual vacancy rate for  single family 
housing units and multifamily housing units as calculated from the most recent census or 
other approved source of information. 

3. Multiply the adjusted number of existing single family housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied single 
family housing unit as calculated in accordance with the most recent census or other 
approved source of information. 

4. Multiply the adjusted number of existing multifamily housing units calculated in 
paragraph 2 of this subsection by the average number ofpersons per occupied 
multifamily housing unit as calculated in accordance with the most recent census or other 
approved source of infomiation. 

5. Add the products from paragraphs 3 and 4 of this subsection. The sum is the provider’s 
existing residential population. 

6. Determine the number of new single family housing units and new multifamily housing 
units added to the provider’s distribution system between July 1 of the previous calendar 
year and July I of the calendar year in question, less any new single family and new 
multifamily housing units removed from the system during that period. 
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7. Adjust these totals by the respective average annual vacancy rate for single family 
housitig units and multvamily housing units as calculated from the most recent census or 
other approved source of information. 

8. Multiply the adjusted number of new single family housing units calculated in paragraph 
7 of this subsection by the average number ofpersons per occupied single family housing 
unit as calculated in accordance with the most recent census or other approved source of 
iiformation. 

Multiply the adjusted number of new multifamily housing units calculated in paragraph 7 
of this subsection by the average number ofpersons per occupied multifamily housing 
unit as calculated in accordance with the most recent census or other approved source of 
information. 

9. 

10. Add the product from paragraph 8 to the provider’s new single family population as of 
July I of the previous year and add the product from paragraph 9 to the provider’s new 
multifamily population as of July I of the previous year. The sums are the provider’s new 
single family population and new multifamily population. 

11. Add the results from paragraphs 5 and 10. The sum is the provider’s service area 
population for the calendar year. 

TABLE 5-103.A 
EXISTING RESIDENTIAL AND NON-RESIDENTIAL GPCD COMPONENTS 

PINAL ACTNE MANAGEMENT AREA 

E. Exclusion of Deliveries of Central Arizona Project Water from Total GPCD Requirement 

1. Exclusion 

A large niunicipalprovider may apply to the director to have CAP water delivered by the 
provider to a non-residential customer excluded from the provider’s total water use when 
determining the provider’s compliance with its total GPCD requirement as established 
pursuant to subsection B of this section. The director shall grant a one time exclusion for 
a period not to exceed ten years i f  the director finds that all of the following apply: 

a. The provider will ultimately serve direct use efluent to the non-residential customer 
from a wastewater treatment plant that is either in existence or planned for 
construction; the provider will begin replacing the deliveries of CAP water with 
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direct use efluent as soon as direct use efluent becomes available for delivery to the 
non-residential customer>om the treatment facility; and the provider will completely 
replace the deliveries of CAP water with direct use esuent within a reasonable 
period of time, not to exceed ten years. 

b. The CAP water that the provider will deliver to the non-residential customer cannot 
be delivered through the provider 'spotable water distribution system to any of its 
customers located outside the boundaries of a water users association, as defined in 
A.R.S. $10-140, because of treatment facility or distribution system limitations, and 
the provider's CAP water treatment facilities and potable water distribution system 
have a reasonable level of capacity. 

c. Granting the exclusion will result in the non-residential customer receiving efluent 
sooner than it would ifthe exclusion is not granted, and the efluent that the non- 
residential customer will receive as a result of the exclusion would not otherwise be 
put to a direct beneficial use by the provider. 

d. Neither the Non-Per Capita Conservation Program described in section 5-104 of this 
chapter nor the Alternative Conservation Program described in section 5-105 of this 
chapter are currently an appropriate conservation program for the provider. 

e. If the non-residential customer is a turf-related facility, a large-scale cooling facility, 
or apublicly owned right-ofiway, the customer will be required to comply with 
conservation requirements during the duration of the exclusion identical to the 
conservation requirements which would appIy to the customer under section 5-1 12 of 
this chapter ifthe customer was using groundwater. 

I f  the CAP water that the provider will deliver to the non-residential customer is to be 
recovered by the provider pursuant to a recovery well permit issued under Title 45, 
Chapter 3.1, Arizona Revised Statutes, the provider is unable to deliver CAP water to 
the customer exceptfrom a recovery well. 

f: 

2. Duration of Exclusion 

The duration of any exclusion grantedpursuant to paragraph 1 of this subsection shall be 
determined by the director at the time the exclusion zk granted and shall not m e e d  ten 
years. Afrer the exclusion has become eflective, the director may at any time rescind the 
exclusion, or reduce the amount of the exclusion as determinedpursuant to paragraph 3 
of this subsection, ifthe director determines that one of the following applies: 

a. The large municipalprovider is not delivering all available direct use efluent or 
effluent recovered within the area of impact to the non-residential customer. 

b. The large municipalprovider will not entirely replace the deliveries of CAP water 
with direct use efluent by the date determined by the director to be reasonable at the 
time the exclusion was granted. 

The large municipal provider 's CAP water treatment facilities or potable water 
distribution system no longer have a reasonable level of capacity. 

c. 
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3. Amount of Exclusion 

During the duration of any exclusion grantedpursuant to paragraph I of this subsection, 
the amount of CAP water that shall be excluded from the large municipal provider's total 
water usage irt any calendar year shall be calculated as follows: 

a. Determine the amount of CAP water delivered by the provider to the non-residential 
customer during /he calendar year and then subtract from that amount any amount of 
water used by the non-residential customer during the year in excess of the 
conservation requirements applicable to such use as set forth in section 5-112 of this 
chapter. 

b. The amount of CAP water that shall be excludedfrom the provider's total water use 
during the calendar year shall be the volume fiom subparagraph a above, but not to 
exceed the lesser of the following: 

I )  The amount of direct use efluent that will be available for delivery by the 
provider to the non-residential customer during the last year of the exclusion, as 
determined by the director at the time the exclusion is granted. 

2) The amount of groundwater that would have been used by the non-residential 
customer during the year ifthe provider had not served CAP water to the 
customer, as determined by the director. 

4. Agreement by Non-Residential Customer Not to Use Groundwater; Exception 

An exclusion grantedpursuant to paragraph I of this subsection shall not become 
eflective until the non-residential customer agrees in writing that it will not use 
groundwaterji-om a source other than the large municipal provider during the duration 
of the exclusion, except during any temporaryperiod in which theprovider is unable to 
deliver a suflcient quantity of water to the customer because of distribution system failure 
or other emergency, andprovided that the customer applies to the director in writing for 
permission to use the groundwater within seven days after commencement of the 
provider S distribution system failure or other emergency and the director approves the 
application in writing. 

5. Deliveries of Groundwater by Large Municipal Provider to Non-Residential Customer 
Included in GPCD Requirement; Exception 

During the duration of any exclusion grantedpursuant to paragraph 1 of this subsection, 
any groundwater delivered by the large municipal provider to the non-residential 
customer shall be included in determining the providers compliance with its GPCD 
requirement, except for groundwater delivered by the provider to the non-residential 
customer during any temporary period, not to exceed 30 days, in which the provider is 
unable to deliver a sufJicient quantity of CAP water or direct use effluent to the customer 
because of distribution system failure or other emergency, and provided that the provider 
applies to the director in writing for an exclusion of such groundwater from its GPCD 
requirement within seven days afer commencement of the distribution system failure or 
other emergency and the director approves the application in writing for a specified 
period of time. 
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4) Major Plant In Service 
Inventory 



Arizona Water Company 

ADWRID Pump 
Number* Horsepower 

I Company System: Casa Grande 1 Test Year Ended: 2003 

Pump Casing Casing Meter Year 
Yield Depth Diameter Size Drilled 

WATER COMPANY PLANT DESCRIPTION 

Name or Description Capacity (gp m) Obtained (in thousands) 

*Arizona Department of Water Resources Identification Number 

25 
30 

OTHER WATER SOURCES 

7 
1 

Gallons Purchased or 

I 20 I 11 

FIRE HYDRANTS 

Quantity Standard I Quantity Other 
I 1,114 1 I 

I 

40 1 4 
I 150 I 31 

I 
1 C:\DOCUMENTS AND SETnNGS\SHUBBARD\LOCAL SETrINGS\TEMPOPARY INTERNET FILES\OU(4BnWATER COMPANY PLANT DESCRIPTION - 03.- 
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Arizona Water Company 

1 Company System: Casa Grande I Test Year Ended: 2003 

STORAGE TANKS I 
Capacity Quantity 

2,000,000 1 
I 5.000,OOO 1 2 

1,000,000 1 
115.000 1 

I 100,000 I 1 
I 650,000 1 1 
I 35.000 1 1 

110,000 1 

i PRESSURE TANKS 
Capacity Quantity 

3,000 c 5,000 
I 6,000 I 1 

I I 

WATER COMPANY PLANT DESCRIPTION 

MAINS 
Size Length 

(in inches) Material (in feet) 
2 G S . CA. PVC 42.556 

~ 

3 CA 23,570 
4 C I .CA. DI 256.584 

14 CA 1,265 
16 CA.DI 66.862 
20 CA 1,020 
24 CA. CLC. D I 39.91 1 
36 1 CLC 1,585 I 

CUSTOMER METERS 
Size 

in inches 1 ( 1 Quantity -1  
18 x 3/4 13,669 

62 1 

Turbo 4 1 
ComD. 6 15 

For the following three items, please list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 
1 1  - Chlorinators, 1 I-Sodium Hexametaphosphate 

2 C:U)WUMENTS AND SEl7IffiSSHUBBARDLOCAL SElTINGS\TEMPORARY INTERNET FILESDLK493WVATER COMPANY PLANT DESCRIPTION - CG.= 
Mw:KD IW20 I w1ww 



Arizona Water Company 

3 Tapping Machines 1 Generator 
3 Welders 
2 Cutting Torches 
13 Pipe Locators 3 Compactors 
4 Sump Pumps 
1 Accupunch 
I Truck Mounted Crane 
1 Boring Machine 

2 Cut-Off Saws 
1 Concrete Saw 

1 Pressure Washer 
1 Power Valve Operator 
2 Utility Trailers 
1 Pressure Test Kit 

I Company System: Casa Grande I Test Year Ended: 2003 I 

1 Turbidity Test Kit 
1 De-Chlorine Defuser 
1 Geophone 
2 Trench Shoring Equipment 
1 Measuring Wheel 
1 Sand Blaster 
2 Blowers 

STRUCTURES: 
40' x 50' Office Building; 40' x 100' Warehouse; 15' x 25' Storag 

3 Tapping Machines 1 Generator 
2 Cut-Off Saws 3 Welders ~ 

OTHER: 

. -  - 

1 De-Chlorine Defuser 
2 Cutting Tc. V I  Ivv 

1 Accupunch I . -..-. .-.-- - -.---. 

. --..-.--- 
13 Pipe Locators 3 Compactors 
4SumpPumps ~ 1 Pressure Washer 

I Truck Mounted Crane 
1 Boring Machine 

2 Utility Trailers 
1 Pressure Test Kit 

- 

2 Trench Shoring Equipment 
1 Measuring Wheel 

.7 Rlnwers 
. - -. . - - - - 

C:!DOCUMENTS AND SElTlNGS\SHUBBARDVOCAL SElTINGS\TEMWRARY INTERNET FILES\OLK4gnWATER COMPANY PLANT DESCRIFTION - CG.WC 
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1 
I 
I 
I 
'I 
I 
I 
I 
8 
u 

ADWRID Pump Pump Casing Casing 
Number* Horsepower Yield Depth Diameter 

(gpm) (feet) (inches) 
55-61 6683 75 445 N/A 20 
55-801 030 25 106 NIA NIA 

I Company Name: Tierra Grande I Test Year Ended: 2003 

Meter Year 
Size Dri I led 

(inches) 
6 NIA 
2 NIA 

WATER COMPANY PLANT DESCRIPTION 

Name or Description Capacity (gp m) 
Gallons Purchased or 

Obtained (in thousands) 

*Arizona Department of Water Resources Identification Number 

Quantity Standard 
8 

Quantity Other 

I BOOSTER PUMPS I 

15 
50 

Quantlty 
1 
1 
1 

Capacity 
10.000 

I STORAGE TANKS I 
Quantity 

1 

c FIRE HYDRANTS 

Capacity 
5.000 

Quantity 
2 

PRESSURE TANKS 

250,000 1 
1 -  I I 

NUW3_RATE_CASE\AoDlTlONAL FILING REOUIREMENTSPLANT IMENTORYIWATER COMPANY PLANT DESCRIPTION. TIERRA GRANDE.DOC 
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1 Company Name: Tierra Grande I Test Year Ended: 2003 

Size 
(in inches) 

WATER COMPANY PLANT DESCRIPTION 

Length 
Material (in feet) 

MAINS 

(in inches) 
=i8 x 3/4 

3.4 

CUSTOMER METERS 

Quantity 
326 

4 
5 
6 

I 

CA 1,370 

CA,DI 19,600 
1 %  

I Size I 

~ 

2 .  2 
8 
10 

I 11 8 

CA,DI 18,470 Comp. 3 
Turbo 3 

1 

12 Comp. 4 
Turbo 4 

For the following three items, please list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 
I - Chlorinator 

STRUCTURES: 

OTHER: 

N:\2W3-RATE-CASEWDOlTlONAL FILING REQUIREMENTSWANT INVENTORnWATERCOMPANY PLANT DESCRIPTION. TERRA 0RANDE.DOC 
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I 
I 

55-6 16684 

I 
I 

(gpm) (feet) (inches) 
100 320 81 1 16 

Arizona Water Company 

1 
~ I 

55-526586 60 110 1,002 18 

I Company System: Stanfield I Test Year Ended: 2003 1 

Name or Description 

WATER COMPANY PLANT DESCRIPTION 

Gallons Purchased or 
Obtained (in thousands) Capacity (gp m) 

WELLS 
I ADWRID I Pump I Pump I Casing I Casing 

Horsepower 
10 

I Number* 1 Horsepower I Yield 1 Deptk 1 Diameter 

Quantity 
2 

Quantity Standard 
12 

Quantity Other 

Size Drilled 

20 

3 I 1990 

2 

Capacity 
5.000 

BOOSTER PUMPS 

Quantity 
1 

I FIRE HYDRANTS 

6,000 1 20,000 
16.000 

1 
1 

STORAGE TANKS 
Quantity 

100,000 

PRESSURE TANKS I 

K:\WATER COMPANY PLANT DESCRIPTIONS\WATER COMPANY PLANT OESCRlPTlON - ST.WC 
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Arizona Vater Company 

(in inches) 
2 

I Company Name: Stanfield I Test Year Ended: 2003 -1 

Material 
PVC 420 

WATER COMPANY PLANT DESCRIPTION 

(in inches) v8 x Y,  

MAINS 

Quantity 
208 

I Size I 

Y,  
1 6 

I 3 I I I - 

4 
5 
6 

CA 7,680 

S,CA,DI 11,723 
I 8 I I I 

1 %  
2 

- 

10 
12 

3 

CUSTOMER METERS 
I Size I 

For the following three items, please list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 
2 - Chlorinators 

STRUCTURES: 
5' x 8' Water Salesman 

OTHER: 

KWVATER COMPANY PLANT DESCRIPTIONS\WATER COMPANY PLANT DESCRIPTION - ST.wC 
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Arizona Water Company I 
1 

I 

1 

I 
I 

I Test Year Ended: 2003 I Company System: White Tank I 
WATER COMPANY PLANT DESCRIPTION 

ADWRID 
Number* Horsepower I 55-61 6689 

L 

55-616691 60 
55-61 6693 20 
55-584393 I 100 

*Arizona Department of C 

WELLS 
Pump Casing Casing Meter Year 
Yield DeDth Diameter Size Drilled 
(gpm) (feet) (inches) (inches) 

175 N/A NIA 3 N/A 
575 NIA 12 4 1969 
66 N/A 20 3 N/A 
182 I 1,000 I 12 I 4 I 2001 

I I I 
I 

ater Resources Identification Number 

OTHER WATER SOURCES 

Gallons Purchased in Year 
Name or Description Capacity (gp m) 2003 (in thousands) 

Interconnect w/AZ American 175 4,115 

1 BOOSTER PUMPS I FIRE HYDRANTS 1 I HorseDower I Ouantitv 
5 2 

40 2 

I 

STORAGE TANKS I 

Quantity Standard I Quantity Other 
I 103 I I 

I PRESSURE TANKS I 
Capacity Quantity 

500.000 1 
Capacity Quantity 

1.000 I 1 
50,000 1 

100.000 1 
5.000 1 1 

I 
I 1,000,000 I 11 

K:\WATER COMPANY PLANT DESCRIPTIONS\WATER COMPANY PUNT DESCRIPTION - WT.DOC 
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Arizona Water Company 

Size 
(in inches) 

2 

I Company System: White Tank I Test Year Ended: 2003 

Length 
Material (in feet) 

GS, PVC 1,610 

WATER COMPANY PLANT DESCRIPTION 

CUSTOMER METERS 

(in inches) 
51n x 3/a 

MAINS 

Quantity 
1.319 

3 
4 

0 
CAI DI 14,490 

% 
1 17 

12 I CA,DL I 14,889 

5 
6 

I 14 I I 01 

0 
CA,DI 137,367 

1 %  
2 

I Size I 

2 
8 
10 

CAI DI 69,647 
0 

16 
20 

For the following three items, please list the utility owned assets in each category. 

0 
DI 380 

TREATMENT EQUIPMENT: 
2 - Chlorinators 

1 Sump Pump 
1 Cutting Torch 
1 Truck Mounted Crane 
1 Pipe Locator 
1 Cut-Off Saw 
1 Air Compressor 

STRUCTURES: 
20' x 20' OfficeNVarehouse, 8' x 20' Storage Building 

1 De-Chlorine Defuser 
1 Turbidity Test Kit 
1 Compactor 
1 Boring Machine 
1 Generator 

OTHER: 

KIWATER COMPANY PLANT DESCRIPTIONS\WA"ER COMPANY PLANT DESCRIPTION - WT.DOC 
MW.KD I on48 I w17m4 2 



1 
8 
I 
1 
I 

Casing 1 Meter 

I 
E 
I 

Year 

Arizona Water Company 

Number* 

Company System: Ajo I Test Year Ended: 2003 

Horsepower Yield Depth 
(gpm) (feet) 

WATER COMPANY PLANT DESCRIPTION 

Name or Description Capacity (gp m) 
Ajo Improvement Company 270 

WELLS 
I ADWRID I Pump I Pump I Casing 

Gallons Purchased in Year 
2003 (in thousands) 

57,201 

Quantity Standard 
47 

Quantity Other 

Diameter Size Drilled 
inches inches 

Horsepower 
15 

Quantity 
3 

I BOOSTER PUMPS I 

Capacity Quantity 
I STORAGE TANKS 1 

Capacity Quantity 
500,000 
250,000 

1 
1 
1 

I FIRE HYDRANTS 

, 
PRESSURE TANKS 

1 K\WATERCOMPANY PUNT DESCRIPTIONS\WATER COMPANY P I A M  DESCRIPTION - AO.DOC 
MW:KD I W I B  l(v17/Dl 



4 
I 

Size 
(in inches) 

Arizona Water Company 

I Company System: Ajo I Test Year Ended: 2003 I 

Length 
Material (in feet) 

~ ~~ 

WATER COMPANY PLANT DESCRIPTION 

2 
3 

GS,CA 4,125 
CA 294 

4 
5 

CUSTOMER METERS 

in inches Quanti 

CA,DI 44,654 1 
1 %  

27 

6 CA,DI 
a CLC ,CI ,CA 

I O  
12 
14 

30,506 
2,605 

16 
20 

2 
Comm 3 

2 

Comp. 6 
Turbo 6 

2 Tapping Machines 
1 Generator 1 Geophone 

3 Pipe Locators 

For the following three items, please list the utility owned assets in each category. 

1 Dump Trailer 

TREATMENT EQUIPMENT: 

1 Sump Pump 
1 Sand Blaster 

STRUCTURES: 
30' x 30' Warehouse, 10' x 26' Pump House 

1 Leak Detector 
1 Utilitv Trailer 

2 Welders 
1 Pipe Cutter 
1 Cut-Off Saw 

1 Weed Eater 
I De-Chlorine Defuser 
1 Turbiditv Test Kit 

K:\WATER COMPANY PLANT DESCRIPTIONSWVATER COMPANY PLANT DESCRIPTION - AO.WC 
MWKD IO8:48 IW17/M 2 



Arizona Water Company 

I 
8 
1 

' I ;  
lli 

I 

E 
1 
8 

I Company System: Coolidge I Test Year Ended: 2003 

WATER COMPANY PLANT DESCRIPTION 

WELLS 

*Arizona Department of Water Resources Identification Number 

OTHER WATER SOURCES 

I I Gallons Purchased or 
Name or Description Capacity (gpm) Obtained (in thousands) 

t I I I 

BOOSTER PUMPS 

Horsepower Quantity 
I 125 1 2 

I STORAGE TANKS 
Capacity Quantity 

15.000 1 
I 

100,000 1 1 
500,000 1 

1 .ooo.ooo 1 
35,500 1 

1 16,000 1 

K:\WATER COMPANY PLANT DESCRlPTlONS\WATER COMPANY PLANT DESCRIPTION - CL.DOC 
MW:KD I W:40 18/17/04 

r FIRE HYDRANTS I 
Quantity Standard Quantity Other 

191 

, 
1 PRESSURE TANKS 

Capaci Quanti f 5,000 

1 



Arizona Water Company 

(in inches) 
5 ~ 8  x 3/4 

II 
E 

Quantity 
2,898 

1 Company System: Coolidge I Test Year Ended: 2003 I 

I 2 I GS.CA.PVC I 11.250 I 

WATER COMPANY PLANT DESCRIPTION 

CUSTOMER METERS 

~~~~ ~ 

3 GS , CA, PVC 1,675 
4 C1. CA. PVC 96.006 

MAINS 

2 
3 
4 

1 (in Size inches) I Material 
G S , CAI PVC 11,250 
GS , CA, PVC 1,675 
CI , CAI PVC 96,006 

% 
1 96 

~~ 

5 
6 CI . CA. PVC 158.902 

~~~ 

8 CAI PVC 24,397 
I O  S.CA 22.527 Turbo 3 

Como. 4 5 

Size 

12 [ CA,PVC 
16 1 CA 

36,889 
190 

2 Welders 2 Chop Saws 
1 Boring Machine 2 Compactors 
2 Sump Pumps 3 Pipe Locators 
2 Utility Trailers 1 Coupling Pusher 
1 Sand Blaster I Power Valve Operator 
1 Air Compressor 1 Solution Balance Scale 
3 Lathes 1 Generator 
3 Tapping Machines 1 Drill Press 
2 Pipe Cutters 1 Blower 

1 Lead Melting Furnace 

Turbo4 I 
Como.6 I 2 
Turbo6 I 1 

Comp. 8 

For the following three items, please list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 
4 - Chlorinators 

STRUCTURES: 
30' x 40' Meter Shop; 20' x 20' Storage Building; 8' x 25' Storage Building; 
8' x 20' Storage Building 

K:\WATER COMPANY PLANT DESCRIPTIONS\WATER COMPANY PLANT DESCRIPTION - C L W  
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5) Curtailment Tariff 
and 

Cross ConnectiodBackflow Tariff 



ARIZONA WATER COMPANY 
WESTERN GROUP RATE APPLICATION 

Appendix Item #4 

R 

A copy of the Company’s curtailment tariff (Tariff No. CT-273) was filed June 24,2004 in 
Docket No. W-01445A-01-1012 with an effective date 30 days thereafter. 

The Company’s cross-connection control tariff (Tariff No. CC-258) has been in effect since 
November 26,199 1. 
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WATER UTILITY INDUSTRY 

33% 38% 25% 4 6 %  LE4 5.5% RetainedtoComEq 5.596 
Wb 66% 7’2% 57% 62)5 58% AllWdstoNetPror 51% 
226 214 260 255 Avg Ann’l PIE Raio 18.0 
I 16 117 148 136 ““,$Ew AelativePEReUo fa 

A perennial laggard, the Water Utility Industry 
continues to rank near the bottom of the Value 
Line universe. In fact, not one of the stocks cov- 
ered in the next few pages is ranked better than 4 
(Below Average) for Timeliness for the coming six 
to 12 months, given our momentum-driven rank- 
ing system. The industry, as a whole, has been 
hampered by unseasonably wet weather and con- 
tinunlly intensifying infrastructure costs. 

We expect more favorable weather conditions, 
along with an improving regulatory environment 
(discussed below) going forward, but-we remain 
concerned that rising infrastructure costs will 
continue to be a headache for  the industry going 
forwar&As a result, the companies in the industry 
offer below-sverage price appreciation potentid 

California Dreaming 

California water utility companies’are overseen by the 
California Public Utilities Commission (CPUC), which is 
responsible for making sure that water suppliers remain 
in compliance with regulatory laws and certain drinking 
water levels. But, the CPUC is also in charge of ruling on 
general rate case requests, primarily anowing compa- 
nies to receive more adequate rates of return. However, 
the CPUC has long been a thorn in the side of California 
water companies, handing down unfavorable decisions. 
Cases were seemingly put on the shelves, with rulings 
taking up t o  two years at times. But, things look as 
though they are changing. Due to the urging of Governor 
Schwarzenegger, the CPUC has been handing down 
more-favorable and timely decisioris in recent months. 

. And, the governor is making sure that this is not j y t  a 
passing fad, He recently replaced two commission mem- 
bers, considered to be antagonists of rate relief with 
more-business-friendly members. The change in the 
landscape provides a healthy backdrop going forward for- 

- the two California-operated water companies in our 
survey, American St 
Service Group. 

1 HigEerlnfras 

Many of our nation’s water systems are more than a 
, century old. And as time passes they grow more obsolete 
- and out of date. They require maintenance and in some 

cases massive rFnovations and rebuilding. With the 

Composite Statistics: Water Ut i l i  Industry 

out to 2008-2010. 

. :  

I - .  

I INDUSTRYTIMELINESS: 92 (of981 I 
threat of bioterrorism now, these costs are likely to grow 
even greater. Infrastructure repair costs are expected to 
climb in the hundreds of millions of dollars over the next 
two decades. However, many water companies are strug- 
gling to keep up with these escalating expenses. Most 
companies will have to take on the burden by them- 
selves, though, as local and federal funds appear to  be 
depleted. Therefore, many have been, and will likely 
continue to be, forced to issue shares of stock and/or debt 
to keep up with requirements. Others, unable to meet 
upkeep costs, are being forced to sell, resulting in a great 
deal of consolidation. 

But, while this trend is painting a bleak picture for 
many of the smaller utilities, it is providing a new 
growth avenue for others. Larger companies with the 
flexibility and capital to withstand the onslaught are 
taking advantage of the consotidation trend to fuel 
growth. Aqm America, the largest water utility in our 
survey, is a prime example of such measures, making 
approximately 30 acquisitions annually in recent years. 
And the company is intent on maintaining its strategy. 
Management expects to add another 25 or so by year- 
end. A s  such, Aqm America offers the highest return on 
equity rate of the stocks in this industry. 

Investment Advice 

That said, the water utility stocks are not typically 
known for appreciation potential. Each of the stocks 
covered in our survey is untimely and is expected to lag 
the broad market out to late decade. Therefore, growth- 
minded investors will probably want to take a pass and 
look elsewhere. 

Income-minded investors may want to  have a closer 
look, though. Each stock offers an above-average divi- 
dend yield, with American States Water and CaLifornia 
Water offering the highest payout ratios. The latter holds 
some additional appeal for risk-averse individuals, given 
its 2 (Above Average) rank for Safety. Nevertheless, as is 

-always the case, we believe that potential investors 
would be best served to carefully look a t  each of the 
individua1 reports in the following pages before making 
investments. 

Andre 3. Costanza 

Water Utility 
RELATIVE STRENGTH (Ratlo of Indushy to Value hne Cornp.) 
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2001 
2002 
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2005 

tal- 

I . I J A S O N . O J F f  I ' 

20 19 51 d12 78 
08 30 52 16 105 
2 0  .35 5 5  .25 1.35 
25 .40 .60 .30 1.55 

Mar.31 Jun.30 Sep30 Dec.31 Year 
217 217 217 217 87 
217 217 217 221 87 
221 221 221 221 88 
221 221 221 225 89 
225 

QUARTERLY DIVIDENDS PAID ~ u l l  

0 0 0 0 0 0 0 0 0  
Instiutional Decisions 

iidends historically paid in early-March, (C) In rnflliom. adlusted for Splits. 
September. December. Otv'd reinvest- 
ilan available. 

Total Debt $274 8 mill Due in 5 Yrs S65 0 mill 
LT Debt $228 9 mill LT Interest $18 0 mill 
(Total interest coverage 2 6x1 

Company's Financial Strength E+ 
85 Stock's Price Stability 
BO Price Growth Persistence 

Earninas Predictability 70 

Leases, Uncapitalized None 
Pension Ass&-12/04 $51 3 mill 
Oblig. $70 3 miU. 
ffd Stock None Pfd Div'd None. 

(A) Pnrnary earnings Excludes nonrecurring 
gains 91 73c 92 1% 04 14c Next earn 
ings report due late July Ouflerly earnings may 

I Common Stock 16.768.396 shs 

(E) 
Jun 
mei 



J J A S O N O J F  
1 0 0 0 0 0 0 0 0  g!## 0 0 0 0 1 0 0 0 1  

b M  1 0 1 0 0 0 0 ~ 2  

= - - percent 4 5  
90 90 103 shares 9 

1989 1990(1991 1992 1993 1994 
4.53 270 2.85 243 2 2 1  242 

.6!j I .59 .52 .56 .56 

Ea 62 45 49 Waded . 1 5  
Wc(m0l 26345 26282 27052 

241 $ 1  261 ,271 271 l! 

292 2.80 276 2.79 3.05 321 
29.45 30.48 31% 38.40 44.55 44.83 
129 102 10.8 125 14.4 

1.15. 1.01 .72 .80 , .-a 

.98 I .78 5 9  .76 85 .89 
6.9% I 7.7% 1 7.2% 1 6 8% 1 59% 1 60% 

CAPITAL STRUCTURE 85 Df 12/31/04 
rota1 Dab! $8W2 mill Due in 5 Yn $221 6 mill 
J Debt $748.9 d. LT Interest $40 0 mrll 
Tdal interest coverage. 3 7x1 

Pension Assets-12/04 $1 15 3 mill 

Pid Stock None 

k m m m  Stock 95,475,161 sham 
)5 of 2118105 

Oblig. $171 1 mill 

MARKETCAP. 52.5 billlon (Mid Cap) 
CURRENTPOSITION 2002 2W3 

497 392 cash Assets 
Rececvables 577 623 
Inventory(AvgCst) 4 6  5 8  

2 7  5 1  Omer 
CurrentAssen 1147 1124 
A m  Payable 31 1 323 
Debt Due 1494 1358 

460 639 other 
Cumnt Ltab 2265 2320 

(SWL) 

-- 

-__ 

imirn4 

13 1 
64.5 

6 9  
5 6  

90 1 
23.5 

135 3 
58.6 

217 4 

__ 

Fi. chg.cov. . 347% 344% 364% 

~dlange(persh) l0YR SVIS. IO'OB'M 

Earnings 9.0% 8.5% 9.099 

ANNUALRATS Past Past Wd'02-'04 

Revenues 5.5% 7.5% 8.0% 
"Cash Flow" 9.5% 9.5% 7.0% 

Dividends 5.5% 6.5% ?.O% 
BookVaiue 8.5% 10.5% 6.0% 

-1- OUARTERLY REVENUES (S mill) Full 
mdar Mar.31 Jun.30 Sep.30 Dec.31 Year 
2002 71.7 76.6 91.9 81.8 322.0 
2ow 80.5 83.4 102.1 101.2 3632 
2004 99.8 1065 120.3 115.4 442.0 
2005 170 120 130 130 490 
2006 120 130 140 135 525 
QC EARNINGSPERSHAREAD ' FUII 

endar Marl1 Jun30 Sep3O Dec.31 Year 
2002 .14 .16 25 .17 .72 
2003 .15 .18 24 .19 .76 
2004 .17 . .19 2 6  2 4  .85 
2w5 .19 23 27 .a .95 
2006 21 25 .30 2 9  1.05 

QUARTERLY DIVIDENOS PAID * FUII 
endar Marl1 Jun.30 Sep.30 Dec.31 Year 
2001 .099 .099 .099 ,106 .40 
2002 ,106 .lo6 .lo6 ,112 .43 
2003 ,112 ,112 .112 .12 4 6  
2004 .12 .I2 .12 .13 .49 
2005 .13 

A\ Pnmatv shares outstandinp throuqh '96; 1 dlsc 

1.6% - -  .- - -  - -  -. - -  -. 22% 32% 35% 3SANDC.ktDNetProffi 4.0% 
51.9% 54.1% 54.4% 52.?% 52.9% 52.0% 522% 542% 51.4% 50Pb 4S.PL 46.0% LongTermDebtRatio 40.0% 
46.4% -44.0% 44.8% 46.6% 46.7% 47.8% 47.7% 45.8% 48.6% 5O.lEh 52.0% 54.0% CommonEquity Ratio 60.0% 
336.0 401.7 '4272 496.6 782.7 901.1 990.4 10762 1355.7 1497.3 1525 1550 TotalCapItal (Smill) 1615 

2325 436.9 502.9 534.5 609.8 1135.4 1251.4 1363.1 1490.8 1824.3 2069.8 2125 a75 Nd Plani(Smil1) 
7.7% 6.8% 7.4% i 7.6% I 7.6% 7.4% 7.806 7.6% 6.4% 6.7% 7 .S  80% RetumonTotal Csp'l 8.5% 

. 

11.7% 10.7% 11.9% 12.3% 122% 1L7% 12.346 12.7% 102% 10.7% 12.0% 12.5% RetumonShr.Equity 13.0% 
11.7% 11.2% 12.0% 12.4% 12.3% 11.7% 12.4% 12% 10.2% 10.7% 12.0% 12% RetumonCom Equily 13.0% 
3.5% 2.8% 3.6% 4.5% 43% 4.Pk 5.1% 52% 42X 4.6% 5.5% 6.0% RetainedtoComEq 6.0% 
71% 75% ?O% . 64% 65% 60% 59% 5% 59% 57% 55% 53% AUDiv'dstoNetPd 55% 

BUSINESS Aqua America, Inc. is the holding company tor water 7/03: and others. Water supply revenues '04: residential. 60% 
and wastewater utilities that serve approximately 2.5 million resi- mmerdal, 15%; industrial & other. 25%. OffiCers and directors 
dents in Pennsylvania. Ohio, New Jersey. Illinois, Maine, North own 1.5% of the cnmrnon st& (4105 Proxy). Chairman & Chief Ex- 
Cardina. Texas, Florida, Kentucky, and five other states. Divested ecutive officer. Nicholas DeEenedictiS. Incnrporated: Pennsylvania. 
three of four non-water businesses in '91; telemarketing group in Address: 762 Wesl Lancaster Avenue. Blyn Mawr, Pennsylvania 
'93; and dhers. Acquired Consumers Water, 4199; AquaSourca. 19010. Telephone: 610-52$1400. Internet: www.aquaamerica.mm. 

We look for 'Aqua America to realize New Jersey, areas in which the company 
a n  earnings gain of about 12% in the already has a strong presence. It is likely 
current year, following similar increases to file for additional rate hikes, refiecting 
.in 2004. Continued growth will likely stem the cost of hose acquisitions. Also, three of 
from further acquisitions and some rate these purchases represent Aqua's first 
increases. The company could also benefit venture into the specialized area of 
from a long hot summer, as reservoirs in wastewater treatment. I t  will enable the 
the Northeast are at or near capacity company to provide internal sludge haul- 
thanks t o  a wet winter, which will enable ing and collection system maintenance for 
the utility t o  meet customer demand from its own treatment facilities in south- 
its own facilities. eastern Pennsylvania. If this allows 
Management has been fairly'success- tighter cost control, it may be applied to 
ful in securing rate increases. A pend- other geographic regions as opportunity al- 
ing North Carolina case will yield a $3.2 lows, perhaps providing a new source of 
million increase if granted in full. We be- earnings. 
lieve a realistic decision will be reached, This stock's PricelEarnings ratio is 
based on previous outcomes in that state. somewhat above its 15-year median. 
Utility commissions are more apt t o  award Consequently, despite decent earnings 
increases due to rising capital costs rather growth prospects, this equity's appreci- 
than operating expenses. Its ability to ation potential to 2008-2010 is unattrac- 
lower the ratio of expenses to revenues im- tive. But acquisitions of additional small 
presses the commission. water utilities will likely continue. The 
The company is further expanding company has typically been able t o  in- 
through acquisitions. WTR completed crease returns on those operations, due to 
eight purchases in the first quarter of its larger size and lower capital costs. Ac- 
2005. We expect a similar rate of expaq- cordingly, our projections might well prove 
sion throughout the year. Most of these op- conservative. 
erations are located in Pennsylvania and Marc Denton 

' 

Ami1 29. 2005 . _.._ ~ ~ ~ . .  ~ 

operations: '96,2c. Next earnings report (C) in millions. adjusted for stock splhs. Company's Financial Strength E+ 
liked theieatler. Ed. nonrec gains(1osses). due early May. (6) Dividends historically paid (0) May not sum due lo rounding. Stock's Price Stability as 

Price Growth Persistence 95 
Earninas Predictabilil 1M) 

30. (me); '91. (34~): '92. (38~); '99. (1 lc); '00, in early March. June. Sept. & Dec. = Div'd. 
'8.  '01. 2c: 'M. 5c: '03. 40. E d .  gain from reinvestment plan available (5% discount). 
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OpaMll 0 0 0 0 0 0 5 0 0  
low 0 0 0 0 0 1 5 0 0  
InsUtuUonal Decisions 

~~ - - - Percent 4.5 
:$ 40 3 49 shares 3 

30 u:$ traded 1.5 mscrooo) -7 3994 
1989 1990 1991'1992 1993 1991 
103 1033 11.18 1229 13.34 12.51 
1.89 1.97 1.98 192 2.25 2.0; 
1.20 125, 121 1.09 1.35 1.2 
.E4 .87 .90 .93 .96 .9! 

240 236 3.03 3.09 2.53 2 1  
9.66 10.04 10.35 10.51 10.90 11.g 

11.38 11.3 11.38 11.38 I 11.38 12.41 
10.6 10.4 112 14.1 138 14.1 
.80 .77 .72 .B6 .80 .% 

6.6% .6.7% 6.6% 6.1% 52% I 5.89 
CAPITAL STRUCTURE as of 12)31/04 
Total Debt 5274.8 mill. Due in 5 Yrs $1 1 .O mill. 
LT Debt $274.8 mill. LT Interest S18.5 mill. 

(LT interest earned: 3 .8~:  total inl. cov.: 3.4~) 

Pension Assets-12/04 $75.1 mill. 
Obllg. 587.6 mill. 
F'fd Stock $3.5 mill. Pfd Div'd 5.15 mill. 
139,CfHl shares, 4.4% cumulative ($25 par). 

Common Stock 18.372.496shs. . ' 
as of 3/9/05 
MARKET CAP 5600 mlllion (Small Cap) 
CURRENTPOSITION 2002 2003 12/31104 

ISulLLl 
cas& Assis 1.1 2.9 18.8 
Other 41 9 40.6 51.6 
CwrentAssets - 43.0 - 43.5 - 70.4 
Accts Payable 23.7 23.8 19.8 
Debt Due 24.8 7.3 - -  
Other 43.0 32.5 36.4 
Currentbab. - 91.5 - 63.6 - 577  -. .- 
Fix. Chg. Cov. 250% 218O4 200% 
ANNUAL RATES Past Past Est'd '02-'04 

Revenues 
'Cash Flow" 2.0% -1.5% 75% ' 
Earnings -0.5% 4.5% 9.5% ' 
hidends 2.0% 1.0% 1.5% 
3ookValue 2.5% 1.0% 5.5% 

&I- QUARTERLY REVENUES (S mill.) . ~ " 1 1  
mdar Mad1 Jun.30 Sep.30 Dec.31 Year 
2002 51.7 69.2 81.4 60.9 263.2 
2003 51.3 68.0 88.2 69.6 277.1 
2004 602 88.9 97.1 69.4 315.6 
2005 65.0 90.0 105 80.0 340 
2006 75.0 95.0 110 - 85.0 365 
&I- EARNINGS PER SHARE A E ~ u l l  
!ndar Mar.31 Jun.30 Sep.30 Dec.31 Year 
2002 .I2 4 3  .50 .M 1.25 
2003 d.05 .30 .53 .41 1.21 

2005 .10 .60 .65 2 5  I.& 
20% .15 .63 5 7  .30 1.75 
C ~ I -  QUARTERLY WWDENDS PAID E 9 ~ ~ 1 1  

endar M a r 3  Jun.30 Sep.30 Dec.31 Year 

2001 279 .279 ,279 279 1.12 

2003 .281 .281 ,281 281 1.12 
2004 283 ,283 283 283 1.13 
2005 285 

$chvrgeCr*t '";ob "?$ ";m& 

2004 .OB 5 9  .59 20 1.46 

2002 .28 2 8  28 .28 1.12 

I 1 

4) Basc EPS. Excl. nonrecurring gain (loss): 
0. (7~3); '01, 4E: Q2 '02. BC. Nexf earninas 

(8) 
M a  

!part due late July. " l a m  

BUSINESS: Califwnia Water Senrice Group provides regulated and (11100). Revenue breakdown. '04: residential. 70%: business, 18%; 
nonregulated water service to over 2 million people (451,800 ws- public authorities, 5%; industral 4x; other. 3%. '04 reported 
tomers) in 75 communities in Caliiomia. Washingon. and New deprec. rate: 2.31, Has aban 837 employees. Chairman: Robert 
Mexico. Main senrice areas: San Francisco Bay area, Sacramento W. Foy. President 8 CEO: Peter C. Nelson. lnc - Delaware hd. 
Valley. Salinas Valley. San Joaquin Valley patis of Los Angeks 
Acquired National lhhty Company (m). Rio Grande Cop 

Changes within the Cal i fornia  Public 
Utility Commission (CPUC) paint a 
brighter picture for California  Water 
Service Group going forward. The com- 
pany has been forced to deal m t h  regu- 
latory delays from the board for years, as 
general rate case requests oRen remained 
in limbo for up to two years. However, two 
of the main adversaries to rate increase 
requests stepped down earlier t h s  year 
and were replaced with more business- 
friendly candidates. The landscape has al- 

. -._ -I .- 
d e s :  1720 North First Slree!. San Jose, Califorma 95112-4598 
Telephone: 408-367-8200 hlemet www Calwater com 

that a n  unspecified portion of the $19.2 
million in gains from these sales be allo- 
cated for the benefit of the ratepayers. The 
company denies the charges. The CPUC 
does not have to take the ORA'S adnce, 
but this is the first case of this nature, 
making timeline and outcome of a resolu- 
tion dif5cult to pin down. We expect the 
claim to slow earnings growth until the 
matter is concluded, though. As a result, 
we have lowered our 2005 earmngs es- 
timate by a dime, to $1.60 a share. 

ready improved, 'as CWT received approval G r o w t h k d n d e d  investors will want to 
to increase rates on a n  annual basis by look elsewhere. These untimely shares 
$4.1 million effective January, 2005. The are likely to underperform the broad mar- 
company is currently awaiting a decision ket out to late decade. Besides the un- 
3n its 2004 general rate case for eight dis- certainty surrounding the motion by the 
tricts, totaling $26.5 million. ORA, profits will likely be thwarted by 
However, there are some concerns ongoing share and debt issuances, a prod- 
looming. Earlier this year, the Ofhe of uct of rising infrastructure costs. 
Ratepayer Advocates (ORA) took issue However, C a l  m a y  interest those look- 
with CW"s land sale program. The CPUC ing f o r  s o m e  income. The company of- 
branch, responsible for looking out fur fers a n  above-average dividend yield. And 
ratepayers. charged that CWT violated the the recent dividend hike marks the 38th 
California Water Utility Infrastructure consecutive year that it has increased its 
Improvement Act of 1995, challenging its payout.. Risk-averse investors should like 
land sales since 1996. It recommended the stock's 2 (Above Average) Safety rank. 

- April 29, 2005 that  the company pay a small fine and Andre J. Costamu 
didends historicallv paid in mid-Feb., Company's Financial Strength E++ 

90 hg.. NOv. 9 0iv'd.relnvestment plan $Z.Si%sh. Stock's Price Stability 
)le. (0) In millim. adlusted for split. Price Grovvth Persistence 

Farninnc PIr4H=Mlih, 

(C) Ind. deferred charges. In '04: $54.3 mill., 

(E) May no1 Iota1 due to chanae in shares I 
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Price Stability 

Prlce Growth Persistence 80 

and. using ihe 
recent pnces. 

(ole No analyst estimates available 

Fiscal QUARTERLY SALES ($mill.) 
Year 1Q 2Q 30 4Q 

ANNUAL RATES 

Full 
Year 

olchange (psr share) 5 Yn. 1 Yr. 
Sales 0.5% 2.0% 

2/31/01 
2/31/02 
2/31/03 
2/31/04 
2/31/05 

tal- 
endar 

2002 
2003 
2004 
2005 

.30 2 5  .38 20 1.13 

.19 .24 .50 .19 1.12 
26 .15 .48 -26 1.15 
2 4  ,215 .47 .19 1.16 

QUARTERLY DIVIDENDS PAID Full 
1P 2Q 3Q 4Q Year 

202 ,202 205 ,205 .81 
205 205 208 208 .83 
208 208 21 .21 .84 
21 

I ! 

10.3 10.7 13.8 11.0 45.8 
10 9 10.8 13.7 11.7 47.1 
10.9 12.0 13.9 11.7 48.5 

@e005 Value Line Publsb im AH n hts resewed Faclu, 
THE PUBLISHER IS NOT &'ONSIBd FOR ANY ERRORS 
ol d may be (eproduced redd, stored M transmnted m any &le 

ASSETS($mlll.) 2002 2003 12131104 
Caash Assets .5 1.1 .7 
Receivables 8.8 8.9 9.8 
Inventory (Avg cost) 1.0 .9 .9 
Mer . 1 - - 3 - - .  3.9 
Current Assets 10.4 11.2 15.3 

Property, Plant 
h Equip, at cost 321 5 331.5 344 5 

Accum Depreciation 88 8 92 6 98 4 
Net Property 2327 2389 246 1 

217 274 295 Other _ - -  
Total Assets 264.8 277.5 290.9 

LIABILITIES (Smili.) 

Debl Due 7.2 10.0 6.0 
Other 

15.5 15.1 15.9 Current Liab 

Accts Payable 6.5 5.4 5.5 

1.8 -.3 __ 4.4 - -  

LONG-TERM DEBT AND EQUITY 
as of 12/31/04 

Total Debt $72.4 mill. 
CT Debt $66.4 mill. 
Including Cap. Leases None 

Leases, Uncapitalized Annual rentals $.4 mill. 

Pinsion Liability None m '04 vs None in '03 

Due in 5 YE. $7.4 mill. 

(43% of Cap'l) 

Ptd Stock f.8 mill FVd Div'd Paid NMF 
(1% 01 Cap'l) 

Canman Stack 8,035,199 shares 

-- 
BUSINESS: Connecticut Water Services, Inc. acts as the 
parent company of The Connecticut. Water Co. and other 
subsidiaries, which supply water for residential, commec- 
cial, industrial, and municipal purposes in Connecticut. 
Sales and distributions are affected by seasonal weather 
fluctuations throughout the year. Profitability is dependent 
on numerous factors, such as the quantity of rainfall and 
temperature in a given period of time, industrial demand, 
prevailing rates of interest for short-term and long-term 
borrowings, energy rates, and compliance with environmen- 
tal and water-quality regulations. Connecticut Water owns 
and operates 10 water filtration treatment plants, including 
the Guilford Well, Rockville, Westbrook Well, MacKenzie, 
Hunt Well Field, Stafford Springs. and Reynolds Bridge. In 
March, the company agreed to sell the assets of BWC and 
Barlaco to the town of Barnstable for $11 million. Has 193 
employees. Chairman, C.E.O. & President: Marshall T. 
Chiaraluce. Inc.: CT. Address: 93 West Main Street, Clinton, 
CT 06413. Tel.: (860) 669-8636. Internet: 
hitp:/Iwww.ctwater.com. 

A. 0. 

April 29. 2005 

TOTAL SHAREHOLDER RETURN 

3 Mos. 6 Mos. 1 Yr. 3 Y r s .  5 Y r s .  

Dwdenos PIUS apprecrafron as of 3 3  1/2005 

-5 08% -4.19% -9.34% -0.05% 53.89% 
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DIV'DS DECL'D PER SH 
CAP'L SPENDING PER SH 
BOOK VALUE PER SH 
COMMON SHS OUTST'G (MILL) 
AVG ANNL PIE RATIO 
RELATIVE PIE RATIO 

?P 

.55 

.73 
5.85 
8 41 

.90 
14.4 

BETA 65 (1 00 =Markel) 

Pnce Growth Persistence 75 

Earnings Predlctability 70 

I .57 1 .5a j .60 I .61 1 .62 1 .63 I .65 I .66 

I I I _.. I 

6.00 
8.54 
13 4 

I I I I 

I 4 
3 

~ _ _  
6.80 6.95 6.98 7.11 7.39 7.60 8.38 

1048 11.36 9.82 10.W 10.11 10.17 1036 
15.2 17.6 28.7 24.6 23 5 30.0 26.4 22.4/NA 

, I t 

SALES PER SH I 4.52 I 4.72 4.3 

.77 
6.3% 
40.3 
37.2% 
3.1 
5.9 
34.9% 
14.5% 
d2.9 

9 I 5.35 I 5.39 1 5.87 I 5.98 I 6.12 I 6.25 1 

.79 1 .oo 1.87 1.26 t .28 1.71 1.39 
5.4% 4.4% 4.2% 3.8% 3.7% 3.5% 3.4% 

, 43.1 53.5 54.5 59.6 61.9 64. i 71 .O Bcdd figures 
37.0% 33.9% 32.2% 47.2% 47.1% 44.0% 44.4% .we cp?yqous 

4.9 5.3 5.0 5.6 6.4 e+?gs. . 3.8 4.3 
6.5 7.9 5.3 7.0 7.8 6.6 8.4 ,: estidat? ._ ., 
31.5% 28.8% 33.1% 34.8% 33.3% 32.8% 31.1% , a M ,  usiogthe 
15.1% 14.7% 9.7% 11.7% 12.5% 10.3% 11.9% ...,. r ~ e n f p d c e s ,  
14.6 6.8 d2.7 d.9 49.3 d13.3 . dll.8 P/E ranor 

"CASH FLOW PER SH I EARNINGS PER SH 

SHR. EQUW ($MILL) 51.9 , RETURN ON TOTAL CAP'L 
RETURN ON SHR. EOUITY 
RETAINED TO COM EQ 

AVG ANN'L DIV'D YIELD 
SALES (OMILL) 

DEPRECIATION fSMlLLl 

6 4% 

36 0% 

6.4% 
10.0% 
.8% 

1 NETPROFlT (WILL) ' 1 5.2 
INCOME TAX RATE 32.8% 

56.2 
6.8% 
10.4% 
1.7% 

. 85% 

NET PROFIT MARGIN I 13.6% 
WORKING CAP'L ($MILL) I 2.0 

71.7 74.6 74.7 76.4 80.6 83.7 99.2 
5.7% 6.4% 4.9% 5.6% 6.0% 5.0% 5.1% j ,  

. .. 9.1% 10.6% .-,?.1% 9.1% 9.6% 7.9% 8.5% 
1.8% 2.5% NMF .5% . 1.3% NMF ,9% . I I .  

81% 78% 121% . 94% 87% 106% 90% 

I LONG-TERM DEBT OMILL) I 53.0 

12/31/01 
12/31/02 
12/31/03 

12/31/05 

Cal. 
endar 

2002 
2003 
2004 
2005 

12/31/04 

.08 .I8 23 :17 .66 

.12 .18 24 .19 .73 

.11 .17 .Z .ll .61 

.12 2 4  2 8  

QUARTERLY DIVIDENDS PAID FUI~ 
10 2 0  30 4Q Year 

-158 .158 ,158 .161 .64 
.161 ,161 161 ,165 6 5  
.165 165 165 .168 .66 
.168 

.09 .is 29 .i9 .73 

l AkL DIV'DS TO NET PROF 1 92% 
of analysk changing earn M in last 16 dap o 

ANNUAL RATES 
o/ change (per share) 5 Yrs. 1 Yr 
Sales 50% 20% 
"Cash Flow" 25% 12 0% 
Earnings -05% 195% 
[kwdends 2 5% 2 0% 
Eo& Value 35% 10 0% 

12/31/02 143 151 615 
12/31/03 150 160 176 155 641 
12/31/04 159 178 198 175 71C 
12/31/05 

Fiscal EARNINGS PER SHARE Full 
Year 4Q Yea1 

1.02 1.02 1.19 99 1.18 1.20 1.15 1.28 I .67 I .71 I .76 I :51 1 .66 1 '.73 I 3 1  I .73 .I ' .7gi;Ei> 

52.9 1 78.0 I 82.3 I 81.1 I 88.1 I 67.5 I 97.4 I 115.3 1 

P. 0 dam, mmensus 5-year eamngs gmWh 6 0% per year 

ASSETS ($mill.) 2002 2003 12/31/04 

Receivables 92 57 99 
lnvenlory IAva cos0 1 2 1 4 1.2 

Cash Assets 29 30 4 0  

. -  
7.0 4.3 ___ .9 Other 

Current Assets ' 20.3 14.4 16.0 
- 

Property.. Plant ' 
8 Equip. at cost 259 3 278 4 308 4 

AccumDepreciatlon 479 475 520 
Net Propew 2114 2309 2564 
Other -. 129 179 3 
Tolal Assets 2446 2632 299 1 

LIABILITIES ($mill ) 
Accts Payable 21 48 6 0  
Deb1 Due 183 136 121 

Current Liab 296 277 278 
Other 92 9 3  __ 97 

LONG-TERM DEBT AND EQUITY 
as of 12/31/04 

Total Debt $127 4 mlll 
LT Debt $115 3 IIM 
Including Cap Leases None 

Leases, Uncapttalrzed Annual rentals None 

Pension Liabilily $5 5 mil in 04 vs $5 1 mill In '03 

Pfd Stodc $4 1 mil 

Due in 5 Yrs $19 4 mtll 

(54% of Cap'l) 

ptd Div'd Paid $ 3  mifl 
12% 01 Cap'l) 

Common Slwk 11.358 T72 shares 

BUSINESS: Middlesex Water Company, through its 'sub- 
sidiaries. engages in the ownership and operation of regu- 
lated water utility systems in central and southern New 
Jersey, and in Delaware, as well as a regdated wastewater 
utility in southern New Jersey. Its New Jersey water utility 
system (the Middlesex System) provides water services to 
retail customers in central New Jersey. The Middlesex 
System also provides water service under contract to mu- 
nicipalities in central New Jersey. The company operates the 
water supply system and wastewater system for the city of 
Perth Amboy in New Jersey in partnership with its subsig- 
i q ,  Utility Service Affiliates (Perth Amboy), Inc. Its other 
New Jersey subsidiaries provide water and wastewater 
services to residents in Southampton Township. The com- 
pany's Delaware subsidiaries, comprising Tidewater Utili- 
ties, Inc. and Southern Shores Water Company, LLC, offer 
water services to retail customers in New Castle, Kent, and 
Sussex Count@. Has 220 employees. Chairman: J. Richard 
Tompkins. Inc.: NJ. Address: 1500 Ronson Road, Iselin, NJ 
08830. Tel.: (732) 634-1500. Internet: 
http://www.rniddlesexwater.com. A. 0. 

April 29. 2005 

TOTAL SHAREHOLDER RETURN 

3 Mos. 6 Mos: 1 Yr. 3 Yrs. 5 Yrs. 

Dividends plus appreual!on as 01 3NIn005 

-3.3 1 % 3.09% -9.13% 15.07% 48 71% 



"CAW Row" PER SH I 2.86 I 2.53 I 2.52 I 2.86 I 2.46 I 2.98 I 3.09 I 3.50 I 3.78 I 
EAfWMGS PER SH 
Myps DECCO PER SH 
a P ' L  SPWOING PER SH 

1.92 1.60 1.51 1.73 1.17 1.53 I 1.56 1.83 1.74 NAINA 

2.11 2.54 3.62 3.53 3.77 5.25 I 4.12 6.82 4.63 
.74 .76 .78 .80 .82 .86 I .92 .97 1.02 

BOOK VALUE PER SH 
COMMON SHS OUTST'G (MILL) 
AVG ANNL PIE RATIO 
R U X r m E  PIE RAllO 
AVG ANNL DIV'D YIELD 
SALES (WILL) 
OPERATWG MARGIN 

NET P R O m  ($MILL) 

NET PROFIT MARGIN 

LONG-TERM DEBT (OMILL) 
SHR EWITY (WILL) 
RENRN ON TOTAL CAP'L 
RETURN ON SHR. E a u m  
RETAINED TO COM Ea 
ALL W D S  TO NET PROF 

DEPReCtATlON (OMILL) 

TAX RATE 

W O R W ' M P L  (WILL) 

12.62 14.04 15.06 15.75 15.80 16.35 16.80 18.21 ! 20.22 
9.51 9.51 9.50 9.14 9.14 ' 9.14 9.14 9.14 9.14 
6.8 11.2 13.1 15.5 33.1 16.5 17.3 15.4 19.6 NA/NA 
.43 .65 .68 .88 2.15 -95 .94 .88 1.03 

5.7% 4.3% 3.9% 3.0% 2.1% 3.0% 3.4% 3.5% 3.0% 
102.6 110.1 106.0 117.0 123.2 136.1 145.7 149.7 166.9 Bold figures 
34.4% 34.6% 36.0% 33.2% 30.2% 64.4% 63.7% 56.0% 56.4% are consensus 

18.6 15.2 14.4 15.9 10.7 14.0 14.2 16.7 16.0 estimates 

32.8% 39.9% 40.2% 35.9% 41.0% 34.5% 40.4% 36.2% 42.1% and, usingIhe 

18.1% 13.8% 13.6% 13.6% 8.7% 10.3% 9.8% 11.2% 9.6% recent prices. 

75.0 75.0 90.0 90.0 90.0 110.0 110.0 139.6 143.6 
120.0 133.6 143.2 143.9 144.3 149.4 153.5 , 166.4 164.7 
11.0% 8.7% 7.4% 8.2% 5.9% 6.7% 6.9% 6.9% 6.5% 
15.5% 11.4% 10.1% 11.0% 7.4% 9.4% 9.3% 10.0% 8.7% 
9.5% 6.0% 4.9% 5.9% 2.2% 4.1% 3.8% 4.7% 3.6% 

8.7 8.9 9.6 10.2 11.9 13.2 14.0 15.2 18.5 earnings 

11.9 7.0 9.4 d3.0 d l  1.4 63.8 d4.9 12.0 13.0 P E  ratios. 

39% 48% 52% 46% 70% 56% 59% 53% 58% 

. ANNUAL RATES 

Sales 7 5% 11 5% 
'%ash Fbw" 55% 80% 
EallllngS 10% -45% 

::li lig DNdendS 
Book Value 

olchange (per share) ' 5 YO 1 Yr 

~ ~~ 

ASSETS(Imil1.) 2002 2003 12nlM4 
Cash Assets 3 100 109 
Recewables 139 137 146 
Inventory 5 5  6 
Other 0 2 9 -  23 
Current Assets 187 271 284 

1 

LT Debt $143 6 mill 
Including Cap Leases None 

12/31hl2 
12/31/03 
12/31/04 
1mtm 
-1.. 
Yew 

2/31M1 
imlm 

IXllR34 
~mim 

. 
27.7 38.7 46.2 33.1. 145.7 Net Propeh 390.8 428.5 456.8 

43.7 56.1 . 67.0 27.8 38.0 49.3 34.6 149.7 Other 
31.1 45.6 52,3 37.9 166.9 Total Assets 453.2 511.7 552.2 

- - -  

LlABlLrnES (Smlll.) 
EARNINGS PER SHARE Full Accts payable .4 2.2 .9 

10 29 30 40 Year OeblDm 11.5 .2 .3 
.07 .46 , .70 .30 1.53 Other -- - - 
37 .48 .65 .33 1.83 

11.7 12.7 14.2 
.19 .44 .63 .30 1.56 Current Llab 23.6 15.1 15.4 

.19 .53 60 .42 1.74 ~ 

~mim 

BUSINESS: SJW Corp. operates as the holding company 
of San Jose Water Company, SJW Land Company, and 
Crystal Choice Water Service. LLC. San Jose Water pro- 
vides water service to a population of approximately one 
million people in an area comprising 138 square miles in the 
metropolitan San Jose area. Its principal business consists of 
the production. purchase, storage, purification, distribution, 
and retail sale of water. It also provides nonregulated 
water-related services under agreements with municipali- 
ties, SJW Land owns and operates parking facilities, which 
are located adjacent to San Jose Water's headquarters and 
the HP Pavilion in San Jose, California. It also owns 
commercial buildings and other undeveloped land, prima- 
rily in the metropolitan San Jose area; and a 70% limited 
partnership interest in 444 West Santa Clara Street, L.P., a 
real estate limited partnership that owns and operates an 
office building. Has 302 employees. Chairman: Drew Gib- 
son. Inc.: C A .  Address: 374 West Santa Clara Street, San 
Jose, CA 95196. Tel.: (408) 279-7800. Internet: 
http://www.sjwater.corn. 

A. 0. 

April 29. 2005 

TOTAL SHAREHOLDER RETURN' 
Dividends plus apprenatron as of 33 1/2W5 

6 M o s .  1 Yr. 3 Yrs. 5 Yrs. 3 Mos. 

-2 74% 8.04% 3.74% 41 .OO% 3.41% 
_- 

LONG-TERM DEBT AND EQUITY 

INSTITUTIONAL OEClSlONS 
zaw 3 ~ 0 4  4 ~ 0 4  

Pension Liabllity $9 4 mill in '04 YS. None in '03 

PfdStockNm Pfd Div'd Paid None 

:i to sell 23 15 
Hld's(OOO1 2222 2214 2214 

to Buy 17 19 
Common Stock 9.135.441 shares 

(56% 01 Cap'l) 
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AUS UTILITY REPORTS 
"THE INVESTOR'S EDGE" 

AUS MONTHLY UTILITY REPORT 

ELECTRIC COMPANIES 

NATURAL GAS COMPANIES 

TE L E P  H 0 NE CO M PA NlES 

WATER COMPANIES 

Pub1 is hed by: 
AUS UTILITY REPORTS 

155 Gaither Drive . P.O. Box 1050 
Moorestown, NJ 08057-1 050 

856.234.9200 x400 

An AUS Consul tan ts  Company 
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ARIZONA WATER C o  @I 002 
' 06/17/2005 2 0 : 0 3  FAX 6022406878 

i 

I 

I 

~ 

City of 
I Casa Grande 

I R.!m&VED B i z  : 7 1993 I 

December 14,1999 

I 

Robert W. @&e, Vice-President and General Counsel 
. An;zona Water Company 

3805 North Black Canyon Highway 
Phoenix, AZ 85015 

RE: 

Dear Steve: 

The City would like to explore ways that it and Arizona Water Compky could mutually serve 
Reliant Energy's electrical generation plant to our mutual benefit. 

As I am s u n  you havetold your client, the City and Arizona Water Company (AWC) either could 
wait for the outcome of the City's appeal of Judge Campbell's ruling or we could work on a 
solution for the c i ty 's  concerns for the City and AWC's joint customers. As your client Will 
discover as it talks to Reliant Energy about water sexvice, Reliant's financiers require very serious 
representations and warranties about a water provider's ability to servc water without interruption or 
uncertainty. The City's list of concerns set forth below are not going to make AWC an attractive 
water provider because of the potential uncertainty these concerns raise for a large-scale customer 
such as Reliant. 

1. The City definitely will appeal Judge Campbell's rubg  given the strength of the 
relevant legal authority and an earlier superior court ruhg in the City's favor. 
2. Arizona Water will be exceeding its gallons per capita per day (GPCD) limitations 
by serving over 4000 acre feet annually of groundwater or CAP water to Reliant Without a 
resolution of the litigation and the City's concerns that AWC is not w o r e g  toward long- 
term water resource so1utions, the City is not willing to serve effluent to Reliant to allow 
AWC to prolong its current mode of operation. In that mode, water quality is addressed 
only OD a short-tmn basis through blending, renewable water resource implementation is not 
planned, and AWC is not a designated assured water provider. Accordingly, residential 
growth must join a replenishment district which has uncapped costs for water service in the 
future. 
3, 
acceptable course of action in Arizona where the water resources need to be protected and 
are highly regulated. The Arizona Department of Water Resources (ADWR) is not going to 
grant an exception for your seTvice of CAP water to a large-scale user such as Reliant 
without B plan to cease the use of CAP in a delineated time period. 

$ d c e  of Water to Reliant Energy Desert Basin L.L.C. , 

. .  

) 

. 

I 

Permanent use of groundwater or CAP water for Reliant Energy's plant is not an 

t 
d 

a 

Telephone: 520/421-8600 - Telefacsimile: 520/421-8602 - TDD: 520/421-2035 
City Hdk 510 East Florence Boulevard - Casa Grande, Arizona 85222 
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Letter Rgarding: Service of We’ 7 Reliant Energy Dcrat Basin 
L.L.C. 

page 2 of 2 

4. 
oversight of AWC, its concerns about AWC’s lack of plans to bring renewable water 
sources into the Community. Your client’s lack of plans leaves Casa Orande Without an 
assured water provider. 
5. The City will be actively addressing With the Corporation Commission, when 
AWC requests expansions to its certificate of convenience and necessity (CC&N), 
AWC’s lack of investment in renewable water resource development or water quality 
solutions other than blending the groundwater h m  all well sites so it is of acceptable 
standards. 
6. Continuation of the peading litigation or the potentid for future condemnation 
actions instituted by the City based on its concerns Will cause uslcertainty in AWC’s 
ability to accurately fbrecast its actions and their results. 

The City will be actively addresshg, With the various regulatory agencies having 

’ 

For these m o n s ,  the City desires to discuss solutions which may include elements such as the 
following: 

P 
AWC facilities for some defined time period. 
0 
Campbell’s ruling. 
R 
problems with violating the G P O  limitations. 
0 
would bear its own costs and attorney fees. 
a 
City over a designated time period and with a designated implementation plan. 
D 
of Water Resources for its designation as an assured water provider within a specified 
t ime period. 
C l  
holding costs on a certain portion of AWC’s CAP allocation for the  Casa Grande area, 
AWC would relinquish ownership of that portion to the City or a water provider 
designated by the City. * 

The City would agree not to institute a condemnation action for C C W  areas and 

The city would agree not to appeal or would withdraw its appeal of Judge 

The City would s a v e  effluent to Reliant; and thus, at least lessen AWC’s 

AWC would agree to witbdraw its request for costs and attorney fees. Each party 

AWC would commit to a plan far bringing renewable water resources into the 

AWC would commit to preparing itself and applying to the Arizona Department 
. 

Ln return for tbe City’s assumption of the obligation to pay the future CAP 

If the City and AWC can cooperate to serve Reliant, both our clients and our clients’ customers 
can benefit. I will be calling you next Monday to hear about your client’s reaction to this letter. 
Please feel frce to contact me before then if I can be of a ~ 6 i S @ U C t .  

Cas3 Grande City Attorney 

cc: Ken Buchanan, Casa Grande City M-mager 
David Greeson, Reliant Energy 
Steven Hirsch, Bryan Cave L.L.P. 0 



Month of Report 

July 1997 

Jan. 1998 

July 1998 

Jan. 1999 

July 1999 

Jan. 2000 

July 2000 

Jan. 2001 

July 2001 

Jan. 2002 

July 2002 

Jan. 2003 

July 2003 

Jan. 2004 

July 2004 

Rigsby Dt. 

June 2005 

I 

1677585.1 

ARIZONA WATER COMPANY 

MARKET TO BOOK RATIOS REPORTED IN 

AUS UTILITY REPORTS 1997 - 2005 

Amer. States 
M/B Ratio 

1.37 

1.48 

1.35 

1.65 

1.67 

2.07 

1.64 

1.85 

1.67 

1.88 

1.46 

1.72 

1.98 

1.71 

1.60 

1.80 

1.82 

Cal Water 
M/B Ratio 

1.92 

2.07 

1.76 

2.03 

1.86 

2.25 

1.77 

2.04 

1.95 

1.96 

1.88 

1.82 

2.3 1 

1.80 

2.00 

2.21 

2.27 

Aqua America 
M/B Ratio 

2.02 

2.68 

2.8 1 

3.28 

2.78 

2.32 

2.40 

2.78 

2.78 

3.49 

2.87 

2.90 

3.37 

3.65 

2.79 

3.38 

3.41 



* 

&City of Casa Grande Page 1 of 1 

Search This S i t d  

Department List 
City of 

Casa Grande 

~ http://www.ci.casa-grande.az.us/pub - works/utilities.php 6/ 1 9/2005 

http://www.ci.casa-grande.az.us/pub


c 

i '  

8 a 



R 
? 
Po 

Po 
Q\ 

9 
00 

Z 5 $ s  s 

9 
IY 

9 
15 



s 
P 

0 
U a 
5 
5' m 

;XI a 
a s 
E 

m 

3 
E 
(CI 
(D 

i 
w L 

u1 
a 

2 
W 
VI 

0 

t 
0 

Nh) a 
b 0 m 
00 = 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

ARIZONA WATER COMPANY 
Robert W. Geake (No. 009695) 
Vice President and General Counsel 
3805 Black Canyon Highway 
Phoenix, Arizona 85015-535 1 
Telephone: (602) 240-6860 

FENNEMORE CRAIG, P.C. 
A Professional Corporation 
Norman D. James (No. 00690 
Jay L. Sha iro (No. 014650) 

Suite 2600 
Phoenix, Arizona 850 12-29 13 
Telephone: (602) 9 16-5000 

Attorneys for Arizona Water C 

3003 Nort K Central Avenue 

) 

Impany 

BEFORE THE ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE 
APPLICATION OF ARIZONA WATER 
COMPANY, AN ARIZONA 
CORPORATION, FOR ADJUSTMENTS 
TO ITS RATES AND CHARGES FOR 
UTILITY SERVICE FURNISHED BY 
ITS WESTERN GROUP AND FOR 
CERTAIN RELATED APPROVALS. 

Docket No. W-O1445A-04-0650 

NOTICE OF FILING REVISED 
PROPERTY TAX EXPENSE 
CALCULATION 

Arizona Water Company, an Arizona corporation (“Arizona Water), hereby 

submits schedules showing revised property tax expense calculations for each of the 

Western Group systems. These schedules show the calculation of property taxes at the 

revenue levels proposed by Arizona Water and by the Utilities Division (“Staff”) for each 

water system, using the methodology employed by Staff in the Chaparral City Water 

Company rate case, Docket No. W-02 1 13A-03-06 16, and adjusting the property tax 

assessment ratio to 24.5% to take into account the enactment of House Bill 2779, which 

reduces the assessment ratio for class one (commercial, industrial and mining) properties 

from 25% to 20% over a period of 10 years, beginning in 2006. Company witness Sheryl 
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FENNEMORE CRAIG 
PROFC\F IUNAI  CnRronAri( 

TU1 $ON 

Hubbard will sponsor the revised schedules. 

DATED this 20th day of June, 2005. 

FENNEMORE CRAIG, P.C. 

Suite 2600 
Phoenix, AZ 85012 
Attorneys for Applicant 
Arizona Water Company 

An original and 13 co ies of the 
foregoing filed this ksth day of 
June, 2005 with: i2-b 

Docket Control 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, AZ 85007 

A cop of the foregoing hand-delivered 
this d th day of June, 2005 to: 

Ms. Teena Wolfe 
Administrative Law Judge 
Hearing Division 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, AZ 85007 

Timothy J. Sabo 
Staff Counsel 
Legal Division 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, AZ 85007 

do 

Daniel W. Pozefsky 
Staff Attorney 
Residential Utility Consumer Office 
11 10 West Washington, Suite 220 
Phoenix, AZ 85007 

2 
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F E N N E M O R E  CRAIG 
PKUI'ESSIONAL CamPomhrioN 

TUCSON 

Joan S. Burke 
Osborn Maledon, P.A. 
2929 North Central Avenue, Ste. 2 100 
Phoenix, AZ 85012 
Attorneys for the City of Casa Grande 

Marvin S. Cohen 
Sacks Tierney 
4z50 North Drinkwater Blvd. 
4t Floor 
Scottsdale, AZ 85261 
Attorneys for Pivotal Group, Inc. 

A copy of the foregoing via U.S. mail 
this8;th day of June, 2005 to: 

K. Scott McCoy 
City Attorney 
City of Casa Grande 
5 10 E. Florence Blvd. 
Casa Grande, AZ 85222 

Jeffery W. Crockett 
Deborah R. Scott 
Snell & Wilmer 
One Arizona Center 
400 East Van Buren 
Phoenix, AZ 85004 
Attorneys for Pivotal Group, Inc. 

1679142 c /  



Arizona Water Company - Casa Grande 
Docket No. W-01445A-04-0650 
Test Year Ended December 31, 2003 

(A) (B) 
LINE COMPANY 
NO. DESCRIPTION AS FILED ADJUSTMENT 

PROPERTY TAX EXPENSE - Revised to incorporate Recent Property Tax Legislation I AWC ProDosed I I Staffs Proposed I 

Property Tax Property Tax 
Bill 

2 Weight Factor 
3 Subtotal ( Line 1 X Line 2) 
4 Recommended Revenue 
5 Subtotal (Line 3 + Line 4) 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

Number of Years 
Three Year Average (Line 5 I Line 6) 

2 2 
$ 15.842.762 $ 15,842,762 
$ 8,937,616 $ 7,925,510 
$ 24.780.378 $ 23,768,272 

Department of Reienue Multiplier 2 
Revenue Base Value (Line 7 x Line 8) $ 16,520,252 
Plus: 10% of 2003 CWlP 14,715 
Less: Net Book Value of Leased Vehicles (See Note A Below) $ 201,384 
Full Cash Value (Line 9 + Line 10 - Line 11) $ 16,333,583 
Assessment Ratio 0.2450 
Assessed Value (Line 12 x Line 13) $ 4,001,728 
Composite Property Tax Rate (See Note B Below) 0.1515 
Proposed Property Tax Expense (Line 14 x Line 15) $ 612,639 $ (6,377) $ 606,262 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water. 

5 

$ 7,922,757 
2 

14,715 
$ 201,384 
$ 15,658,846 

0.2450 

0.1515 
$ 581,217 

$ 15,845,515 

$ 3,836,417 

Note B: Property tax rate provided to ACC Staff by Arizona Dept. of Revenue. 



Arizona Water Company - Stanfield 
Docket No. W-01445A-04-0650 
Test Year Ended December 31,2003 

(A) (6) 
LINE COMPANY 
NO. DESCRIPTION AS FILED ADJUSTMENT 

AWC Proposed 
With Governor's 

Property Tax 
Bill 

Property Tax 

2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

Weight Factor 
Subtotal ( Line 1 X Line 2) 
Recommended Revenue 
Subtotal (Line 3 + Line 4) 
Number of Years 
Three Year Average (Line 5 I Line 6) 
Department of Revenue Multiplier 
Revenue Base Value [Line 7 x Line 8) 

2 
$ 262,006 
$ 142,604 
$ 404,610 

3 
$ 134,870 

2 
$ 269,740 

Plus: 10% of 2003 CWlP 1,000 
Less: Net Book Value of Leased Vehicles (See Note A Below) $ 242 
Full Cash Value (Line 9 + Line 10 - Line 11) $ 270,498 
Assessment Ratio 0.2450 
Assessed Value (Line 12 x Line 13) $ 66,272 
Composite Property Tax Rate (See Note B Below) 
Proposed Property Tax Expense (Line 14 x Line 15) $ 13,290 $ (705) $ 12,585 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water 

0.1899 

2 
$ 262,006 
$ 136,699 
$ 398,705 

3 
$ 132,902 

2 
$ 265,803 

1,000 
$ 242 
$ 266,561 

0.2450 
$ 65,308 

0.1899 
$ 12,402 

Note B: Property tax rate provided to ACC Staff by Arizona Dept. of Revenue. 



Arizona Water Company - White Tank 
Docket No. W-01445A-04-0650 
Test Year Ended December 31,2003 

LINE COMPANY 
NO. DESCRIPTION AS FILED 

Property Tax Property Tax 
ADJUSTMENT Bill 

4 Recommended Revenue 
5 Subtotal (Line 3 + Line 4) 
6 Number of Years 
7 Three Year Average (Line 5 / Line 6) 
8 Department of Revenue Multiplier 
9 Revenue Base Value (Line 7 x Line 8) 
10 Plus: 10% of 2003 CWlP 
11 Less: Net Book Value of Leased Vehicles (See Note A Below) 
12 Full Cash Value (Line 9 + Line 10 - Line 11) 
13 Assessment Ratio 
14 Assessed Value (Line 12 x Line 13) 

$ 885,067 $ 779,787 
$ 2,452,033 $ 2,346,753 

3 3 - 
$ 817,344 $ 782,251 

2 2 

10 10 
$ 1,634,689 $ 1,564,502 

$ 38,463 38,463 
$ 1,596,236 $ 1,526,049 

0.2450 
$ 391,078 $ 373,882 

0.2450 

15 Composite Prope.rty Tax Rate (See. Note B Below) 0.12405 0.12405 
16 Proposed Property Tax Expense (Line 14 x Line 15) $ 41,993 $ 6,520 $ 48,513 $ 46,380 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water. 

Note B: Property tax rate provided to ACC Staff by Arizona Dept. of Revenue. 



LINE 
NO. DESCRIPTION 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

Property Tax COMPANY Property Tax 
AS FILED ADJUSTMENT. Bill 

Weight Factor 
Subtotal ( Line 1 X Line 2) 
Recommended Revenue 
Subtotal (Line 3 + Line 4) 
Number of Years 
Three Year Average (Line 5 / Line 6) 
Department of Revenue Multiplier 
Revenue Base Value (Line 7 x Line 8) 

Less: Net Book Value of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Proposed Property Tax Expense (Line 14 x Line 15) 

Plus: 10% of 2003 CWlP 

2 2 
$ 2,854,570 $ 2,854,570 
$ 1,672,135 $ 1,433,279 
$ 4,526,705 $ 4,287,849 

3 3 
$ 1,508,902 $ 1,429,283 

2 2 
$ 3,017,803 $ 2,858,566 

12,794.00 12,794.00 
$ 38,379 $ 38,379 
$ 2,992,218 $ 2,832,981 

0.2450 0.2450 
$ 733,093 $ 694,080 

0.15065 0.15065 
$ 127,110 $ (16,669) $ 110,441 $ 104,563 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water. 

Note B: Property tax rate provided to ACC Staff by Arizona Dept. of Revenue. 



Arizona Water Company - Ajo 
Docket No. W-01445A-04-0650 
Test Year Ended December 31,2003 

LINE 
NO. DESCRIPTION 

Property Tax COMPANY Property Tax 
AS FILED ADJUSTMENT Bill 

2 Weight Factor 
3 Subtotal ( Line 1 X Line 2) 
4 Recommended Revenue 
5 Subtotal (Line 3 + Line 4) 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

Number of Years 
Three Year Average (Line 5 I Line 6) 

2 
$ 824,406 
$ 500,772 
$ 1,325,178 

3 
$ 441,726 

Department of Revenue Multiplier 2 
Revenue Base Value (Line 7 x Line 8) $ 883,452 
Plus: 10% of 2003 CWlP 3 
Less: Net Book Value of Leased Vehicles (See Note A Below) $ 664 
Full Cash Value (Line 9 + Line 10 - Line 11) $ 882,79 1 
Assessment Ratio 0.2450 
Assessed Value (Line 12 x Line 13) $ 216,284 
Composite Property Tax Rate (See Note B Below) 0.1159 
Proposed Property Tax Expense (Line 14 x Line 15) $ 27,099 $ (2,032) $ 25,067 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water. 

2 
$ 824,406 
$ 474,232 
$ 1,298,638 

3 
$ 432,879 

2 
$ 865,759 

3 
$ 664 
$ 865,098 

0.2450 
$ 211,949 

0.1159 
$ 24,565 

Note B: Property tax rate provided to ACC Staff by Arizona Dept. of Revenue. 
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